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otherwise be provided by the Commis-
sioner.

(c) Effective/applicability dates. Sec-
tion 25.7520-3(a) is effective as of May 1,
1989. The provisions of paragraph (b) of
this section, except Example 5 in para-
graph (b)(2)(v) and paragraph (b)(4), are
effective with respect to gifts made
after December 13, 1995. Example 5 in
paragraph (b)(2)(v) and paragraph (b)(4)
are effective with respect to gifts made
on or after May 1, 2009.

[T.D. 8540, 59 FR 30177, June 10, 1994, as
amended by T.D. 8630, 60 FR 63919, Dec. 13,
1995; T.D. 8819, 64 FR 23228, Apr. 30, 1999; T.D.
8886, 656 FR 36943, June 12, 2000; T.D. 9448, 74
FR 21517, May 7, 2009; T.D. 9540, 76 FR 49642,
Aug. 10, 2011]

§25.7520-4 Transitional rules.

(a) Reliance. If the valuation date is
after April 30, 1989, and before June 10,
1994, a donor can rely on Notice 89-24,
1989-1 C.B. 660, or Notice 89-60, 1989-1
C.B. 700 (See §601.601(d)(2)(ii)(b) of this
chapter), in valuing the transferred in-
terest.

(b) Transfers in 1989. If a donor trans-
ferred an interest in property by gift
after December 31, 1988, and before May
1, 1989, retaining an interest in the
same property and, after April 30, 1989,
and before January 1, 1990, transferred
the retained interest in the property,
the donor may, at the donor’s option,
value the transfer of the retained inter-
est under either §25.2512-5(d) or
§25.2512-5A(d).

(c) Effective date. This section is ef-
fective as of May 1, 1989.

§25.7701-1 Tax return preparer.

(a) In general. For the definition of a
tax return preparer, see §301.7701-15 of
this chapter.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78452, Dec. 22, 2008]
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EDITORIAL NOTE: At 74 FR 5105, Jan. 29,
2009, the authority citation to part 26 was
amended; however, a portion of the amend-
ment could not be incorporated due to inac-
curate amendatory instruction.

SOURCE: T.D. 8644, 60 FR 66903, Dec. 27, 1995,
unless otherwise noted.

§26.2600-1 Table of contents.

This section lists the captions that
appear in the regulations under sec-
tions 2601 through 2663.

$26.2601-1 Effective dates.

(a) Transfers subject to the generation-
skipping transfer tax.

(1) In general.

(2) Certain transfers treated as if made
after October 22, 1986.

(3) Certain trust events treated as if occur-
ring after October 22, 1986.

(4) Example.

(b) Exceptions.

(1) Irrevocable trusts.

(2) Transition rule for wills or revocable
trusts executed before October 22, 1986.

(3) Transition rule in the case of mental in-
competency.

(4) Retention of trust’s exempt status in
the case of modifications, etc.

(5) Exceptions to additions rule.

(c) Additional effective dates.
$§26.2611-1 Generation-skipping

fined.
§26.2612-1 Definitions.

(a) Direct skip.

(b) Taxable termination.

(1) In general.

(2) Partial termination.

(c) Taxable distribution.

(1) In general.

(2) Look-through rule not to apply.

(d) Skip person.

(e) Interest in trust.

(1) In general.

(2) Exceptions.

(3) Disclaimers.

transfer de-
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(f) Examples.
$26.2613-1 Skip person.
$26.2632-1 Allocation of GST exemption.

(a) General rule.

(b) Lifetime allocations.

(1) Automatic allocation to direct skips.

(2)Automatic allocation to indirect skips
made after December 31, 2000.

(3) Election to treat trust as GST trust.

(4) Allocation to other transfers.

(c) Special rules during an estate tax inclu-
sion period.

(1) In general.

(2) Estate tax inclusion period defined.

(3) Termination of an ETIP.

(4) Treatment of direct skips.

(5) Examples.

(d) Allocations after the transferor’s death.

(1) Allocation by executor.

(2) Automatic allocation after death.

(e) Effective date.
$26.2641-1 Applicable rate of tax.
$26.2642—-1 Inclusion ratio.

(a) In general.

(b) Numerator of applicable fraction.

(1) In general.

(2) GSTs occurring during an ETIP.

(c) Denominator of applicable fraction.

(1) In general.

(2) Zero denominator.

(3) Nontaxable gifts.

(d) Examples.
$§26.2642-2 Valuation.

(a) Lifetime transfers.

(1) In general.

(2) Special rule for late allocations during
life.

(b) Transfers at death.

(1) In general.

(2) Special rule for pecuniary payments.

(3) Special rule for residual transfers after
payment of a pecuniary payment.

(4) Appropriate interest.

(c) Examples.
$26.2642-3 Special rule for charitable lead an-

nuity trusts.

(a) In general.

(b) Adjusted GST exemption defined.

(c) Example.
$26.2642-4 Redetermination of applicable frac-

tion.

(a) In general.

(1) Multiple transfers to a single trust.

(2) Consolidation of separate trusts.

(3) Property included in transferor’s gross
estate.

(4) Imposition of recapture tax under sec-
tion 2032A.

(b) Examples.
$26.2642-5 Finality of inclusion ratio.

(a) Direct skips.

(b) Other GSTs.
$26.2642-6 Qualified severance.

(a) In general.

(b) Qualified severance defined.

(c) Effective date of qualified severance.

(d) Requirements for a qualified severance.
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(e) Reporting a qualified severance.

(f) Time for making a qualified severance.

(g) Trusts that were irrevocable on Sep-
tember 25, 1985.

(1) In general.

(2) Trusts in receipt of a post-September
25, 1985, addition.

(h) Treatment of trusts resulting from a
severance that is not a qualified severance.

(i) [Reserved]

(j) Examples.

(k) Effective date.

(1) In general.

(2) Transition rule.
$26.2651-1 Generation assignment.

(a) Special rule for persons with a deceased
parent.

(1) In general.

(2) Special rules.

(3) Established or derived.

(4) Special rule in the case of additional
contributions to a trust.

(a) Limited application to collateral heirs.

(b) Examples.
$26.2651-2 Individual assigned to more than

one generation.

(a) In general.

(b) Exception.

(c) Special rules.

(1) Corresponding generation adjustment.

(2) Continued application of generation as-
signment.

(d) Example.
$26.2651-3 Effective dates.

(a) In general.

(b) Transition rule.
$26.2652-1 Transferor defined;

tions.

(a) Transferor defined.

(1) In general.

(2) Transfers subject to Federal estate or
gift tax.

(3) Special rule for certain QTIP trusts.

(4) Exercise of certain nongeneral powers
of appointment.

(5) Split-gift transfers.

(6) Examples.

(b) Trust defined.

(1) In general.

(2) Examples.

(c) Trustee defined.

(d) Executor defined.

(e) Interest in trust.
$26.2652-2 Special election for qualified ter-

minable interest property.

(a) In general.

(b) Time and manner of making election.

(c) Transitional rule.

(d) Examples.
$§26.2653-1 Taxation of multiple skips.

(a) General rule.

(b) Examples.
$26.2654-1 Certain trusts treated as separate

trusts.

(a) Single trust treated as separate trusts.

(1) Substantially separate and independent
shares.

other defini-

§26.2601-1

(2) Multiple transferors with respect to a
single trust.

(3) Severance of a single trust.

(4) Allocation of exemption.

(5) Examples.

(b) Division of a trust included in the gross
estate.

(1) In general.

(2) Special rule.

(3) Allocation of exemption.

(4) Example.

(c) Cross reference.
$26.2662—-1 Generation-skipping transfer tax re-

turn requirements.

(a) In general.

(b) Form of return.

(1) Taxable distributions.

(2) Taxable terminations.

(3) Direct skip.

(c) Person liable for tax and required to
make return.

(1) In general.

(2) Special rule for direct skips occurring
at death with respect to property held in
trust arrangements.

(3) Limitation on personal liability of
trustee.

(4) Exceptions.

(d) Time and manner of filing return.

(1) In general.

(2) Exceptions for alternative valuation of
taxable termination.

(e) Place for filing returns.

(f) Lien on property.
$26.2663-1 Recapture tax under section 2032A.
$26.2663-2 Application of chapter 13 to trans-

fers by nonresidents not citizens of the United

States.

(a) In general.

(b) Transfers subject to Chapter 13.

(1) Direct skips.

(2) Taxable distributions and taxable ter-
minations.

(¢) Trusts funded in part with property
subject to Chapter 13 and in part with prop-
erty not subject to Chapter 13.

(1) In general.

(2) Nontax portion of the trust.

(3) Special rule with respect to estate tax
inclusion period.

(d) Examples.

(e) Transitional rule for allocations for
transfers made before December 27, 1995.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995, as
amended by T.D. 8912, 656 FR 79738, Dec. 20,
2000; T.D. 9208, 70 FR 37260, June 29, 2005; T.D.
9214, 70 FR 41141, July 18, 2005; T.D. 9348, 72
FR 42294, Aug. 2, 2007; T.D. 9421, 73 FR 44650,
July 31, 2008]

§26.2601-1 Effective dates.

(a) Transfers subject to the generation-
skipping transfer tar—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, the provisions of chapter 13 of the
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Internal Revenue Code of 1986 (Code)
apply to any generation-skipping
transfer (as defined in section 2611)
made after October 22, 1986.

(2) Certain transfers treated as if made
after October 22, 1986. Solely for pur-
poses of chapter 13, an inter vivos
transfer is treated as if it were made on
October 23, 1986, if it was—

(i) Subject to chapter 12 (regardless
of whether a tax was actually incurred
or paid); and

(ii) Made after September 25, 1985,
but before October 23, 1986. For pur-
poses of this paragraph, the value of
the property transferred shall be the
value of the property on the date the
property was transferred.

(3) Certain trust events treated as if oc-
curring after October 22, 1986. For pur-
poses of chapter 13, if an inter vivos
transfer is made to a trust after Sep-
tember 25, 1985, but before October 23,
1986, any subsequent distribution from
the trust or termination of an interest
in the trust that occurred before Octo-
ber 23, 1986, is treated as occurring im-
mediately after the deemed transfer on
October 23, 1986. If more than one dis-
tribution or termination occurs with
respect to a trust, the events are treat-
ed as if they occurred on October 23,
1986, in the same order as they oc-
curred. See paragraph (b)(1)(iv)(B) of
this section for rules determining the
portion of distributions and termi-
nations subject to tax under chapter 13.
This paragraph (a)(3) does not apply to
transfers to trusts not subject to chap-
ter 13 by reason of the transition rules
in paragraphs (b) (2) and (3) of this sec-
tion. The provisions of this paragraph
(a)(3) do not apply in determining the
value of the property under chapter 13.

(4) Example. The following example il-
lustrates the principle that paragraph
(a)(2) of this section is not applicable
to transfers under a revocable trust
that became irrevocable by reason of
the transferor’s death after September
25, 1985, but before October 23, 1986:

Example. T created a revocable trust on
September 30, 1985, that became irrevocable
when T died on October 10, 1986. Although
the trust terminated in favor of a grandchild
of T, the transfer to the grandchild is not
treated as occurring on October 23, 1986, pur-
suant to paragraph (a)(2) of this section be-
cause it is not an inter vivos transfer subject
to chapter 12. The transfer is not subject to

26 CFR Ch. | (4-1-13 Edition)

chapter 13 because it is in the nature of a
testamentary transfer that occurred prior to
October 23, 1986.

(b) Ezxceptions—(1) Irrevocable trusts—
(i) In general. The provisions of chapter
13 do not apply to any generation-skip-
ping transfer under a trust (as defined
in section 2652(b)) that was irrevocable
on September 25, 1985. The rule of the
preceding sentence does not apply to a
pro rata portion of any generation-
skipping transfer under an irrevocable
trust if additions are made to the trust
after September 25, 1985. See paragraph
(b)(1)(iv) of this section for rules for de-
termining the portion of the trust that
is subject to the provisions of chapter
13. Further, the rule in the first sen-
tence of this paragraph (b)(1)(i) does
not apply to a transfer of property pur-
suant to the exercise, release, or lapse
of a general power of appointment that
is treated as a taxable transfer under
chapter 11 or chapter 12. The transfer is
made by the person holding the power
at the time the exercise, release, or
lapse of the power becomes effective,
and is not considered a transfer under
a trust that was irrevocable on Sep-
tember 25, 1985. See paragraph
(b)Q)(v)(B) of this section regarding
the treatment of the release, exercise,
or lapse of a power of appointment that
will result in a constructive addition to
a trust. See §26.2652-1(a) for the defini-
tion of a transferor.

(ii) Irrevocable trust defined—(A) In
general. Unless otherwise provided in
either paragraph (b)(1)(ii) (B) or (C) of
this section, any trust (as defined in
section 2652(b)) in existence on Sep-
tember 25, 1985, is considered an irrev-
ocable trust.

(B) Property includible in the gross es-
tate under section 2038. For purposes of
this chapter a trust is not an irrev-
ocable trust to the extent that, on Sep-
tember 25, 1985, the settlor held a
power with respect to such trust that
would have caused the value of the
trust to be included in the settlor’s
gross estate for Federal estate tax pur-
poses by reason of section 2038 (without
regard to powers relinquished before
September 25, 1985) if the settlor had
died on September 25, 1985. A trust is
considered subject to a power on Sep-
tember 25, 1985, even though the exer-
cise of the power was subject to the
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precedent giving of notice, or even
though the exercise could take effect
only on the expiration of a stated pe-
riod, whether or not on or before Sep-
tember 25, 1985, notice had been given
or the power had been exercised. A
trust is not considered subject to a
power if the power is, by its terms, ex-
ercisable only on the occurrence of an
event or contingency not subject to the
settlor’s control (other than the death
of the settlor) and if the event or con-
tingency had not in fact taken place on
September 25, 1985.

(C) Property includible in the gross es-
tate under section 2042. A policy of in-
surance on an individual’s life that is
treated as a trust under section 2652(b)
is not considered an irrevocable trust
to the extent that, on September 25,
1985, the insured possessed any incident
of ownership (as defined in §20.2042-1(c)
of this chapter, and without regard to
any incidents of ownership relin-
quished before September 25, 1985), that
would have caused the value of the
trust, (i.e., the insurance proceeds) to
be included in the insured’s gross es-
tate for Federal estate tax purposes by
reason of section 2042, if the insured
had died on September 25, 1985.

(D) Examples. The following examples
illustrate the application of this para-
graph (b)(1):

Example 1. Section 2038 applicable. On Sep-
tember 25, 1985, T, the settlor of a trust that
was created before September 25, 1985, held a
testamentary power to add new beneficiaries
to the trust. T held no other powers over any
portion of the trust. The testamentary power
held by T would have caused the trust to be
included in T’s gross estate under section
2038 if T had died on September 25, 1985.
Therefore, the trust is not an irrevocable
trust for purposes of this section.

Example 2. Section 2038 not applicable when
power held by a person other than settlor. On
September 25, 1985, S, the spouse of the set-
tlor of a trust in existence on that date, had
an annual right to withdraw a portion of the
principal of the trust. The trust was other-
wise irrevocable on that date. Because the
power was not held by the settlor of the
trust, it is not a power described in section
2038. Thus, the trust is considered an irrev-
ocable trust for purposes of this section.

Example 3. Section 2038 mnot applicable. In
1984, T created a trust and retained the right
to expand the class of remaindermen to in-
clude any of T’s afterborn grandchildren. As
of September 25, 1985, all of T’s grand-
children were named remaindermen of the

§26.2601-1

trust. Since the exercise of T’s power was de-
pendent on there being afterborn grand-
children who were not members of the class
of remaindermen, a contingency that did not
exist on September 25, 1985, the trust is not
considered subject to the power on Sep-
tember 25, 1985, and is an irrevocable trust
for purposes of this section. The result is not
changed even if grandchildren are born after
September 25, 1985, whether or not T exer-
cises the power to expand the class of
remaindermen.

Example 4. Section 2042 applicable. On Sep-
tember 25, 1985, T purchased an insurance
policy on T’s own life and designated child,
C, and grandchild, GC, as the beneficiaries. T
retained the power to obtain from the in-
surer a loan against the surrender value of
the policy. T’s insurance policy is a trust (as
defined in section 2652(b)) for chapter 13 pur-
poses. The trust is not considered an irrev-
ocable trust because, on September 25, 1985,
T possessed an incident of ownership that
would have caused the value of the policy to
be included in T’s gross estate under section
2042 if T had died on that date.

Example 5. Trust partially irrevocable. In
1984, T created a trust naming T’s grand-
children as the income and remainder bene-
ficiaries. T retained the power to revoke the
trust as to one-half of the principal at any
time prior to T°s death. T retained no other
powers over the trust principal. T did not die
before September 25, 1985, and did not exer-
cise or release the power before that date.
The half of the trust not subject to T’s power
to revoke is an irrevocable trust for purposes
of this section.

(iii) Trust containing qualified ter-
minable interest property—(A) In general.
For purposes of chapter 13, a trust de-
scribed in paragraph (b)(1)(ii) of this
section that holds qualified terminable
interest property by reason of an elec-
tion under section 2056(b)(7) or section
2523(f) (made either on, before or after
September 25, 1985) is treated in the
same manner as if the decedent spouse
or the donor spouse (as the case may
be) had made an election under section
2652(a)(3). Thus, transfers from such
trusts are not subject to chapter 13,
and the decedent spouse or the donor
spouse (as the case may be) is treated
as the transferor of such property. The
rule of this paragraph (b)(1)(iii) does
not apply to that portion of the trust
that is subject to chapter 13 by reason
of an addition to the trust occurring
after September 25, 1985. See §26.2652—
2(a) for rules where an election under
section 2652(a)(3) is made. See §26.2652—
2(c) for rules where a portion of a trust
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is subject to an election under section
2652(a)(3).

(B) Examples. The following examples
illustrate the application of this para-
graph (b)(1)(@iii):

Example 1. QTIP election made after Sep-
tember 25, 1985. On March 28, 1985, T estab-
lished a trust. The trust instrument provided
that the trustee must distribute all income
annually to T’s spouse, S, during S’s life.
Upon S’s death, the remainder is to be dis-
tributed to GC, the grandchild of T and S. On
April 15, 1986, T elected under section 2523(f)
to treat the property in the trust as qualified
terminable interest property. On December
1, 1987, S died and soon thereafter the trust
assets were distributed to GC. Because the
trust was irrevocable on September 25, 1985,
the transfer to GC is not subject to tax under
chapter 13. T is treated as the transferor
with respect to the transfer of the trust as-
sets to GC in the same manner as if T had
made an election under section 2652(a)(3) to
reverse the effect of the section 2523(f) elec-
tion for chapter 13 purposes.

Example 2. Section 2652(a)(3) election deemed
to have been made. Assume the same facts as
in Example 1, except the trust instrument
provides that after S’s death all income is to
be paid annually to C, the child of T and S.
Upon C’s death, the remainder is to be dis-
tributed to GC. C died on October 1, 1992, and
soon thereafter the trust assets are distrib-
uted to GC. Because the trust was irrev-
ocable on September 25, 1985, the termi-
nation of C’s interest is not subject to chap-
ter 13.

(iv) Additions to irrevocable trusts—(A)
In general. If an addition is made after
September 25, 1985, to an irrevocable
trust which is excluded from chapter 13
by reason of paragraph (b)(1) of this
section, a pro rata portion of subse-
quent distributions from (and termi-
nations of interests in property held in)
the trust is subject to the provisions of
chapter 13. If an addition is made, the
trust is thereafter deemed to consist of
two portions, a portion not subject to
chapter 13 (the non-chapter 13 portion)
and a portion subject to chapter 13 (the
chapter 13 portion), each with a sepa-
rate inclusion ratio (as defined in sec-
tion 2642(a)). The non-chapter 13 por-
tion represents the value of the assets
of the trust as it existed on September
25, 1985. The applicable fraction (as de-
fined in section 2642(a)(2)) for the non-
chapter 13 portion is deemed to be 1
and the inclusion ratio for such portion
is 0. The chapter 13 portion of the trust
represents the value of all additions
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made to the trust after September 25,
1985. The inclusion ratio for the chap-
ter 13 portion is determined under sec-
tion 2642. This paragraph (b)(1)(iv)(A)
requires separate portions of one trust
only for purposes of determining inclu-
sion ratios. For purposes of chapter 13,
a constructive addition under para-
graph (b)(1)(v) of this section is treated
as an addition. See paragraph (b)(4) of
this section for exceptions to the addi-
tions rule of this paragraph (b)(1)@iv).
See §26.2654-1(a)(2) for rules treating
additions to a trust by an individual
other than the initial transferor as a
separate trust for purposes of chapter
13.

(B) Terminations of interests in and dis-
tributions from trusts. Where a termi-
nation or distribution described in sec-
tion 2612 occurs with respect to a trust
to which an addition has been made,
the portion of such termination or dis-
tribution allocable to the chapter 13
portion is determined by reference to
the allocation fraction, as defined in
paragraph (b)(1)(iv)(C) of this section.
In the case of a termination described
in section 2612(a) with respect to a
trust, the portion of such termination
that is subject to chapter 13 is the
product of the allocation fraction and
the value of the trust (to the extent of
the terminated interest therein). In the
case of a distribution described in sec-
tion 2612(b) from a trust, the portion of
such distribution that is subject to
chapter 13 is the product of the alloca-
tion fraction and the value of the prop-
erty distributed.

(C) Allocation fraction—(1) In general.
The allocation fraction allocates ap-
preciation and accumulated income be-
tween the chapter 13 and non-chapter
13 portions of a trust. The numerator of
the allocation fraction is the amount
of the addition (valued as of the date
the addition is made), determined
without regard to whether any part of
the transfer is subject to tax under
chapter 11 or chapter 12, but reduced by
the amount of any Federal or state es-
tate or gift tax imposed and subse-
quently paid by the recipient trust
with respect to the addition. The de-
nominator of the allocation fraction is
the total value of the entire trust im-
mediately after the addition. For pur-
poses of this paragraph (b)(1)(iv)(C), the

740



Internal Revenue Service, Treasury

total value of the entire trust is the
fair market value of the property held
in trust (determined under the rules of
section 2031), reduced by any amount
attributable to or paid by the trust and
attributable to the transfer to the
trust that is similar to an amount that
would be allowable as a deduction
under section 2053 if the addition had
occurred at the death of the transferor,
and further reduced by the same
amount that the numerator was re-
duced to reflect Federal or state estate
or gift tax incurred by and subse-
quently paid by the recipient trust
with respect to the addition. Where
there is more than one addition to
principal after September 25, 1985, the
portion of the trust subject to chapter
13 after each such addition is deter-
mined pursuant to a revised fraction.
In each case, the numerator of the re-
vised fraction is the sum of the value of
the chapter 13 portion of the trust im-
mediately before the latest addition,
and the amount of the latest addition.
The denominator of the revised frac-

Value of addition

§26.2601-1

tion is the total value of the entire
trust immediately after the addition. If
the transfer to the trust is a genera-
tion-skipping transfer, the numerator
and denominator are reduced by the
amount of the generation-skipping
transfer tax, if any, that is imposed by
chapter 13 on the transfer and actually
recovered from the trust. The alloca-
tion fraction is rounded off to five dec-
imal places (.00001).

(2) Examples. The following examples
illustrate the application of paragraph
(b)(1)(iv) of this section. In each of the
examples, assume that the recipient
trust does not pay any Federal or state
transfer tax by reason of the addition.

Example 1. Post September 25, 1985, addition
to trust. (i) On August 16, 1980, T established
an irrevocable trust. Under the trust instru-
ment, the trustee is required to distribute
the entire income annually to T’s child, C,
for life, then to T’s grandchild, GC, for life.
Upon GC’s death, the remainder is to be paid
to GC’s issue. On October 1, 1986, when the
total value of the entire trust is $400,000, T
transfers $100,000 to the trust. The allocation
fraction is computed as follows:

$100,000

Total value of trust  $400,000 +$100,000

(ii) Thus, immediately after the transfer,
20 percent of the value of future generation-
skipping transfers under the trust will be
subject to chapter 13.

Example 2. Effect of expenses. Assume the
same facts as in Example 1, except imme-
diately prior to the transfer on October 1,
1986, the fair market value of the individual
assets in the trust totaled $400,000. Also, as-
sume that the trust had accrued and unpaid
debts, expenses, and taxes totaling $300,000.
Assume further that the entire $300,000 rep-
resented amounts that would be deductible
under section 2053 if the trust were includ-
ible in the transferor’s gross estate. The nu-
merator of the allocation fraction is $100,000

and the denominator of the allocation frac-
tion is $200,000 (($400,000—$300,000)+$100,000).
Thus, the allocation fraction is .5 ($100,000/
$200,000) and 50 percent of the value of future
generation-skipping transfers will be subject
to chapter 13.

Example 3. Multiple additions. (i) Assume
the same facts as in Example 1, except on
January 30, 1988, when the total value of the
entire trust is $600,000, T transfers an addi-
tional $40,000 to the trust. Before the trans-
fer, the value of the portion of the trust that
was attributable to the prior addition was
$120,000 ($600,000%.2). The new allocation frac-
tion is computed as follows:

Total value of additions $120,000 + $40,000 3 $160,000 3
Total value of trust $600,000 + $40,000  $640,000

(ii) Thus, immediately after the transfer,
25 percent of the value of future generation-

.25

skipping transfers under the trust will be
subject to chapter 13.
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Example 4. Allocation fraction at time of gen-
eration-skipping transfer. Assume the same
facts as in Example 3, except on March 1, 1989,
when the value of the trust is $800,000, C dies.
A generation-skipping transfer occurs at C’s
death because of the termination of C’s life
estate. Therefore, $200,000 ($800,000x.25) is
subject to tax under chapter 13.

(v) Constructive additions—(A) Powers
of Appointment. Except as provided in
paragraph (b)(1)(v)(B) of this section,
where any portion of a trust remains in
the trust after the post-September 25,
1985, release, exercise, or lapse of a
power of appointment over that por-
tion of the trust, and the release, exer-
cise, or lapse is treated to any extent
as a taxable transfer under chapter 11
or chapter 12, the value of the entire
portion of the trust subject to the
power that was released, exercised, or
lapsed is treated as if that portion had
been withdrawn and immediately re-
transferred to the trust at the time of
the release, exercise, or lapse. The cre-
ator of the power will be considered the
transferor of the addition except to the
extent that the release, exercise, or
lapse of the power is treated as a tax-
able transfer under chapter 11 or chap-
ter 12. See §26.26562-1 for rules for deter-
mining the identity of the transferor of
property for purposes of chapter 13.

(B) Special rule for certain powers of
appointment. The release, exercise, or
lapse of a power of appointment (other
than a general power of appointment as
defined in section 2041(b)) is not treated
as an addition to a trust if—

(I) Such power of appointment was
created in an irrevocable trust that is
not subject to chapter 13 under para-
graph (b)(1) of this section; and

(2) In the case of an exercise, the
power of appointment is not exercised
in a manner that may postpone or sus-
pend the vesting, absolute ownership or
power of alienation of an interest in
property for a period, measured from
the date of creation of the trust, ex-
tending beyond any life in being at the
date of creation of the trust plus a pe-
riod of 21 years plus, if necessary, a
reasonable period of gestation (the per-
petuities period). For purposes of this
paragraph (b)(1)(v)(B)(2), the exercise of
a power of appointment that validly
postpones or suspends the vesting, ab-
solute ownership or power of alienation
of an interest in property for a term of
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years that will not exceed 90 years
(measured from the date of creation of
the trust) will not be considered an ex-
ercise that postpones or suspends vest-
ing, absolute ownership or the power of
alienation beyond the perpetuities pe-
riod. If a power is exercised by creating
another power, it is deemed to be exer-
cised to whatever extent the second
power may be exercised.

(C) Constructive addition if liability is
not paid out of trust principal. Where a
trust described in paragraph (b)(1) of
this section is relieved of any liability
properly payable out of the assets of
such trust, the person or entity who ac-
tually satisfies the liability is consid-
ered to have made a constructive addi-
tion to the trust in an amount equal to
the liability. The constructive addition
occurs when the trust is relieved of li-
ability (e.g., when the right of recovery
is no longer enforceable). But see
§26.2652-1(a)(3) for rules involving the
application of section 2207A in the case
of an election under section 2652(a)(3).

(D) Examples. The following examples
illustrate the application of this para-
graph (b)(1)(v):

Example 1. Lapse of a power of appointment.
On June 19, 1980, T established an irrevocable
trust with a corpus of $500,000. The trust in-
strument provides that the trustee shall dis-
tribute the entire income from the trust an-
nually to T’s spouse, S, during S’s life. At S’s
death, the remainder is to be distributed to
T and S’s grandchild, GC. T also gave S a
general power of appointment over one-half
of the trust assets. On December 21, 1989,
when the value of the trust corpus is
$1,500,000, S died without having exercised
the general power of appointment. The value
of one-half of the trust corpus, $750,000
($1,500,000 x .5) is included in S’s gross estate
under section 2041(a) and is subject to tax
under Chapter 11. Because the value of one-
half of the trust corpus is subject to tax
under Chapter 11 with respect to S’s estate,
S is treated as the transferor of that prop-
erty for purposes of Chapter 13 (see section
2652(a)(1)(A)). For purposes of the generation-
skipping transfer tax, the lapse of S’s power
of appointment is treated as if $750,000
(81,500,000 x .5) had been distributed to S and
then transferred back to the trust. Thus, S is
considered to have added $750,000 ($1,500,000 x
.5) to the trust at the date of S’s death. Be-
cause this constructive addition occurred
after September 25, 1985, 50 percent of the
corpus of the trust became subject to Chap-
ter 13 at S’s death.
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Example 2. Multiple actual additions. On
June 19, 1980, T established an irrevocable
trust with a principal of $500,000. The trust
instrument provides that the trustee shall
distribute the entire income from the trust
annually to T’s spouse, S, during S’s life. At
S’s death, the remainder is to be distributed
to GC, the grandchild of T and S. On October
1, 1985, when the trust assets were valued at
$800,000, T added $200,000 to the trust. After
the transfer on October 1, 1985, the allocation
fraction was .2 ($200,000/$1,000,000). On Decem-
ber 21, 1989, when the value of the trust prin-
cipal is $1,000,000, T adds $1,000,000 to the
trust. After this addition, the new allocation
fraction is 0.6 ($1,200,000/$2,000,000). The nu-
merator of the fraction is the value of that
portion of trust assets that were subject to
chapter 13 immediately prior to the addition
(by reason of the first addition), $200,000 (.2 x
$1,000,000), plus the value of the second trans-
fer, $1,000,000, which equals $1,200,000. The de-
nominator of the fraction, $2,000,000, is the
total value of the trust assets immediately
after the second transfer. Thus, 60 percent of
the principal of the trust becomes subject to
chapter 13.

Example 3. Entire portion of trust subject to
lapsed power is treated as an addition. On Sep-
tember 25, 1985, B possessed a general power
of appointment over the assets of an irrev-
ocable trust that had been created by T in
1980. Under the terms of the trust, B’s power
lapsed on July 20, 1987. For Federal gift tax
purposes, B is treated as making a gift of
ninety-five percent (100%—5%) of the value
of the principal (see section 2514). However,
because the entire trust was subject to the
power of appointment, 100 percent (that por-
tion of the trust subject to the power) of the
assets of the trust are treated as a construc-
tive addition. Thus, the entire amount of all
generation-skipping transfers occurring pur-
suant to the trust instrument after July 20,
1987, are subject to chapter 13.

Example 4. Exercise of power of appointment
in favor of another trust. On March 1, 1985, T
established an irrevocable trust as defined in
paragraph (b)(1)(ii) of this section. Under the
terms of the trust instrument, the trustee is
required to distribute the entire income an-
nually to T’s child, C, for life, then to T’s
grandchild, GC, for life. GC has the power to
appoint any or all of the trust assets to
Trust 2 which is an irrevocable trust (as de-
fined in paragraph (b)(1)(ii) of this section)
that was established on August 1, 1985. The
terms of Trust 2’s governing instrument pro-
vide that the trustee shall pay income to T's
great grandchild, GGC, for life. Upon GGC’s
death, the remainder is to be paid to GGC’s
issue. GGC was alive on March 1, 1985, when
Trust 1 was created. C died on April 1, 1986.
On July 1, 1987, GC exercised the power of ap-
pointment. The exercise of GC’s power does
not subject future transfers from Trust 2 to
tax under chapter 13 because the exercise of
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the power in favor of Trust 2 does not sus-
pend the vesting, absolute ownership, or
power of alienation of an interest in property
for a period, measured from the date of cre-
ation of Trust 1, extending beyond the life of
GGC (a beneficiary under Trust 2 who was in
being at the date of creation of Trust 1) plus
a period of 21 years. The result would be the
same if Trust 2 had been created after the ef-
fective date of chapter 13.

Example 5. Exercise of power of appointment
in favor of another trust. Assume the same
facts as in Example 4, except that GGC was
born on March 28, 1986. The valid exercise of
GC’s power in favor of Trust 2 causes the
principal of Trust 1 to be subject to chapter
13, because GGC was not born until after the
creation of Trust 1. Thus, such exercise may
suspend the vesting, absolute ownership, or
power of alienation of an interest in the
trust principal for a period, measured from
the date of creation of Trust 1, extending be-
yond the life of GGC (a beneficiary under
Trust 2 who was not a life in being at the
date of creation of Trust 1).

Example 6. Extension for the longer of two pe-
riods. Prior to the effective date of chapter
13, GP established an irrevocable trust under
which the trust income was to be paid to
GP’s child, C, for life. C was given a testa-
mentary power to appoint the remainder in
further trust for the benefit of C’s issue. In
default of C’s exercise of the power, the re-
mainder was to pass to charity. C died on
February 3, 1995, survived by a child who was
alive when GP established the trust. C exer-
cised the power in a manner that validly ex-
tends the trust in favor of C’s issue until the
latter of May 15, 2064 (80 years from the date
the trust was created), or the death of C’s
child plus 21 years. C’s exercise of the power
is a constructive addition to the trust be-
cause the exercise may extend the trust for
a period longer than the permissible periods
of either the life of C’s child (a life in being
at the creation of the trust) plus 21 years or
a term not more than 90 years measured
from the creation of the trust. On the other
hand, if C’s exercise of the power could ex-
tend the trust based only on the life of C’s
child plus 21 years or only for a term of 80
years from the creation of the trust (but not
the later of the two periods) then the exer-
cise of the power would not have been a con-
structive addition to the trust.

Example 7. Extension for the longer of two pe-
riods. The facts are the same as in Example 6
except local law provides that the effect of
C’s exercise is to extend the term of the
trust until May 15, 2064, whether or not C’s
child predeceases that date by more than 21
years. C’s exercise is not a constructive addi-
tion to the trust because C exercised the
power in a manner that cannot postpone or
suspend vesting, absolute ownership, or
power of alienation for a term of years that
will exceed 90 years. The result would be the
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same if the effect of C’s exercise is either to
extend the term of the trust until 21 years
after the death of C’s child or to extend the
term of the trust until the first to occur of
May 15, 2064 or 21 years after the death of C’s
child.

(vi) Appreciation and income. Except
to the extent that the provisions of
paragraphs (b)(1)(iv) and (v) of this sec-
tion allocate subsequent appreciation
and accumulated income between the
original trust and additions thereto,
appreciation in the value of the trust
and undistributed income added there-
to are not considered an addition to
the principal of a trust.

(2) Transition rule for wills or revocable
trusts erecuted before October 22, 1986—(i)
In general. The provisions of chapter 13
do not apply to any generation-skip-
ping transfer under a will or revocable
trust executed before October 22, 1986,
provided that—

(A) The document in existence on Oc-
tober 21, 1986, is not amended at any
time after October 21, 1986, in any re-
spect which results in the creation of,
or an increase in the amount of, a gen-
eration-skipping transfer;

(B) In the case of a revocable trust,
no addition is made to the revocable
trust after October 21, 1986, that results
in the creation of, or an increase in the
amount of, a generation-skipping
transfer; and

(C) The decedent dies before January
1, 19817.

(ii) Revocable trust defined. For pur-
poses of this section, the term revocable
trust means any trust (as defined in
section 2652(b)) except to the extent
that, on October 22, 1986, the trust—

(A) Was an irrevocable trust de-
scribed in paragraph (b)(1) of this sec-
tion; or

(B) Would have been an irrevocable
trust described in paragraph (b)(1) of
this section had it not been created or
become irrevocable after September 25,
1985, and before October 22, 1986.

(iii) Will or revocable trust containing
qualified terminable interest property.
The rules contained in paragraph
(b)(1)(iii) of this section apply to any
will or revocable trust within the scope
of the transition rule of this paragraph
(0)(2).

(iv) Amendments to will or revocable
trust. For purposes of this paragraph
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(b)(2), an amendment to a will or a rev-
ocable trust in existence on October 21,
1986, is not considered to result in the
creation of, or an increase in the
amount of, a generation-skipping
transfer where the amendment is—

(A) Basically administrative or clari-
fying in nature and only incidentally
increases the amount transferred; or

(B) Designed to ensure that an exist-
ing bequest or transfer qualifies for the
applicable marital or charitable deduc-
tion for estate, gift, or generation-skip-
ping transfer tax purposes and only in-
cidentally increases the amount trans-
ferred to a skip person or to a genera-
tion-skipping trust.

(v) Creation of, or increase in the
amount of, a GST. In determining
whether a particular amendment to a
will or revocable trust creates, or in-
creases the amount of, a generation-
skipping transfer for purposes of this
paragraph (b)(2), the effect of the in-
strument(s) in existence on October 21,
1986, is measured against the effect of
the instrument(s) in existence on the
date of death of the decedent or on the
date of any prior generation-skipping
transfer. If the effect of an amendment
cannot be immediately determined, it
is deemed to create, or increase the
amount of, a generation-skipping
transfer until a determination can be
made.

(vi) Additions to revocable trusts. Any
addition made after October 21, 1986,
but before the death of the settlor, to a
revocable trust subjects all subsequent
generation-skipping transfers under
the trust to the provisions of chapter
13. Any addition made to a revocable
trust after the death of the settlor (if
the settlor dies before January 1, 1987)
is treated as an addition to an irrev-
ocable trust. See paragraph (b)(1)(v) of
this section for rules involving con-
structive additions to trusts. See para-
graph (b)(1)(v)(B) of this section for
rules providing that certain transfers
to trusts are not treated as additions
for purposes of this section.

(vii) Examples. The following exam-
ples illustrate the application of para-
graph (b)(2)(iv) of this section:

(A) Facts applicable to Examples 1
through 5. In each of Ezxamples 1
through 5 assume that T executed a
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will prior to October 22, 1986, and that
T dies on December 31, 1986.

Example 1. Administrative change. On No-
vember 1, 1986, T executes a codicil to T’s
will removing one of the co-executors named
in the will. Although the codicil may have
the effect of lowering administrative costs
and thus increasing the amount transferred,
it is considered administrative in nature and
thus does not cause generation-skipping
transfers under the will to be subject to
chapter 13.

Example 2. Effect of amendment not imme-
diately determinable. On November 1, 1986, T
executes a codicil to T°s will revoking a be-
quest of $100,000 to C, a non-skip person (as
defined under section 2613(b)) and causing
that amount to be added to a residuary trust
held for a skip person. The amendment is
deemed to increase the amount of a genera-
tion-skipping transfer and prevents any
transfers under the will from qualifying
under paragraph (b)(2)(i) of this section. If,
however, C dies before T and under local law
the property would have been added to the
residue in any event because the bequest
would have lapsed, the codicil is not consid-
ered an amendment that increases the
amount of a generation-skipping transfer.

Example 3. Refund of tax paid because of
amendment. T°s will provided that an amount
equal to the maximum allowable marital de-
duction would pass to T’s spouse with the
residue of the estate passing to a trust estab-
lished for the benefit of skip persons. On Oc-
tober 23, 1986, the will is amended to provide
that the marital share passing to T’s spouse
shall be the lesser of the maximum allowable
marital deduction or the minimum amount
that will result in no estate tax liability for
T’s estate. The amendment may increase the
amount of a generation-skipping transfer.
Therefore, any generation-skipping transfers
under the will are subject to tax under chap-
ter 13. If it becomes apparent that the
amendment does not increase the amount of
a generation-skipping transfer, a claim for
refund may be filed with respect to any gen-
eration-skipping transfer tax that was paid
within the period set forth in section 6511.
For example, it would become apparent that
the amendment did not result in an increase
in the residue if it is subsequently deter-
mined that the maximum marital deduction
and the minimum amount that will result in
no estate tax liability are equal in amount.

Example 4. An amendment that increases a
generation-skipping transfer causes complete
loss of exempt status. T’s will provided for the
creation of two trusts for the benefit of skip
persons. On November 1, 1986, T executed a
codicil to the will specifically increasing the
amount of a generation-skipping transfer
under the will. All transfers made pursuant
to the will or either of the trusts created
thereunder are precluded from qualifying

§26.2601-1

under the transition rule of paragraph
(b)(2)(i) of this section and are subject to tax
under chapter 13.

Example 5. Corrective action effective. As-
sume that T in Example 4 later executes a
second codicil deleting the increase to the
generation-skipping transfer. Because the
provision increasing a generation-skipping
transfer does not become effective, it is not
considered an amendment to a will in exist-
ence on October 22, 1986.

(B) Facts applicable to Examples 6
through 8. T created a trust on Sep-
tember 30, 1985, in which T retained the
power to revoke the transfer at any
time prior to T’s death. The trust pro-
vided that, upon the death of T, the in-
come was to be paid to T’s spouse, W,
for life and then to A, B, and C, the
children of T’s sibling, S, in equal
shares for life, with one-third of the
principal to be distributed per stirpes
to each child’s surviving issue upon the
death of the child. The trustee has the
power to make discretionary distribu-
tions of trust principal to T’s sibling,
S.

Example 6. Amendment that affects only a
person who is not a skip person. A became dis-
abled, and T modified the trust on December
1, 1986, to increase A’s share of the income.
Since the amendment does not result in the
creation of, or increase in the amount of, a
generation-skipping transfer, transfers pur-
suant to the trust are not subject to chapter
13.

Example 7. Amendment that adds a skip per-
son. Assume that T amends the trust to add
T’s grandchild, D, as an income beneficiary.
The trust will be subject to the provisions of
chapter 13 because the amendment creates a
generation-skipping transfer.

Example 8. Refund of tax paid during interim
period when effect of amendment is not deter-
minable. Assume that T amends the trust to
provide that the issue of S are to take a one-
fourth share of the principal per stirpes upon
S’s death. Because the distribution to be
made upon S’s death may involve skip per-
sons, the amendment is considered an
amendment that creates or increases the
amount of a generation-skipping transfer
until a determination can be made. Accord-
ingly, any distributions from (or termi-
nations of interests in) such trust are subject
to chapter 13 until it is determined that no
skip person has been added to the trust. At
that time, a claim for refund may be filed
within the period set forth in section 6511
with respect to any generation-skipping
transfer tax that was paid.
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(3) Transition rule in the case of mental
incompetency—(@i) In general. If an indi-
vidual was under a mental disability to
change the disposition of his or her
property continuously from October 22,
1986, until the date of his or her death,
the provisions of chapter 13 do not
apply to any generation-skipping
transfer—

(A) Under a trust (as defined in sec-
tion 2652(b)) to the extent such trust
consists of property, or the proceeds of
property, the value of which was in-
cluded in the gross estate of the indi-
vidual (other than property transferred
by or on behalf of the individual during
the individual’s life after October 22,
1986); or

(B) Which is a direct skip (other than
a direct skip from a trust) that occurs
by reason of the death of the indi-
vidual.

(i1) Mental disability defined. For pur-
poses of this paragraph (b)(2), the term
mental disability means mental incom-
petence to execute an instrument gov-
erning the disposition of the individ-
ual’s property, whether or not there
was an adjudication of incompetence
and regardless of whether there has
been an appointment of a guardian, fi-
duciary, or other person charged with
either the care of the individual or the
care of the individual’s property.

(iii)(A) Decedent who has not been ad-
Jjudged mentally incompetent. If there has
not been a court adjudication that the
decedent was mentally incompetent on
or before October 22, 1986, the executor
must file, with Form 706, either—

(I) A certification from a qualified
physician stating that the decedent
was—

(1) Mentally incompetent at all times
on and after October 22, 1986; and

(i1) Did not regain competence to
modify or revoke the terms of the trust
or will prior to his or her death; or

(2) Sufficient other evidence dem-
onstrating that the decedent was men-
tally incompetent at all times on and
after October 22, 1986, as well as a
statement explaining why no certifi-
cation is available from a physician;
and

(3) Any judgement or decree relating
to the decedent’s incompetency that
was made after October 22, 1986.
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(B) Such items in paragraphs
(b)(3)({ii)(A)X(I), (2), and (3) of this sec-
tion will be considered relevant, but
not determinative, in establishing the
decedent’s state of competency.

(iv) Decedent who has been adjudged
mentally incompetent. If the decedent
has been adjudged mentally incom-
petent on or before October 22, 1986, a
copy of the judgment or decree, and
any modification thereof, must be filed
with the Form 706.

(v) Rule applies even if another person
has power to change trust terms. In the
case of a transfer from a trust, this
paragraph (b)(3) applies even though a
person charged with the care of the de-
cedent or the decedent’s property has
the power to revoke or modify the
terms of the trust, provided that the
power is not exercised after October 22,
1986, in a manner that creates, or in-
creases the amount of, a generation-
skipping transfer. See paragraph
(b)(2)(iv) of this section for rules con-
cerning amendments that create or in-
crease the amount of a generation-
skipping transfer.

(vi) Example. The following example
illustrates the application of paragraph
(b)(3)(v) of this section:

Example. T was mentally incompetent on
October 22, 1986, and remained so until death
in 1993. Prior to becoming incompetent, T
created a revocable generation-skipping
trust that was includible in T’s gross estate.
Prior to October 22, 1986, the appropriate
court issued an order under which P, who
was thereby charged with the care of T’s
property, had the power to modify or revoke
the revocable trust. Although P exercised
the power after October 22, 1986, and while T
was incompetent, the power was not exer-
cised in a manner that created, or increased
the amount of, a generation-skipping trans-
fer. Thus, the existence and exercise of P’s
power did not cause the trust to lose its ex-
empt status under paragraph (b)(3) of this
section. The result would be the same if the
court order was issued after October 22, 1986.

(4) Retention of trust’s exempt status in
the case of modifications, etc.—(i) In gen-
eral. This paragraph (b)(4) provides
rules for determining when a modifica-
tion, judicial construction, settlement
agreement, or trustee action with re-
spect to a trust that is exempt from
the generation-skipping transfer tax
under paragraph (b)(1), (2), or (3) of this
section (hereinafter referred to as an
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exempt trust) will not cause the trust
to lose its exempt status. In general,
unless specifically provided otherwise,
the rules contained in this paragraph
are applicable only for purposes of de-
termining whether an exempt trust re-
tains its exempt status for generation-
skipping transfer tax purposes. Thus
(unless specifically noted), the rules do
not apply in determining, for example,
whether the transaction results in a
gift subject to gift tax, or may cause
the trust to be included in the gross es-
tate of a beneficiary, or may result in
the realization of gain for purposes of
section 1001.

(A) Discretionary powers. The distribu-
tion of trust principal from an exempt
trust to a new trust or retention of
trust principal in a continuing trust
will not cause the new or continuing
trust to be subject to the provisions of
chapter 13, if—

(1) Either—

(1) The terms of the governing instru-
ment of the exempt trust authorize dis-
tributions to the new trust or the re-
tention of trust principal in a con-
tinuing trust, without the consent or
approval of any beneficiary or court; or

(i1) At the time the exempt trust be-
came irrevocable, state law authorized
distributions to the new trust or reten-
tion of principal in the continuing
trust, without the consent or approval
of any beneficiary or court; and

(2) The terms of the governing instru-
ment of the new or continuing trust do
not extend the time for vesting of any
beneficial interest in the trust in a
manner that may postpone or suspend
the vesting, absolute ownership, or
power of alienation of an interest in
property for a period, measured from
the date the original trust became ir-
revocable, extending beyond any life in
being at the date the original trust be-
came irrevocable plus a period of 21
years, plus if necessary, a reasonable
period of gestation. For purposes of
this paragraph (b)(4)(i)(A), the exercise
of a trustee’s distributive power that
validly postpones or suspends the vest-
ing, absolute ownership, or power of
alienation of an interest in property
for a term of years that will not exceed
90 years (measured from the date the
original trust became irrevocable) will
not be considered an exercise that
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postpones or suspends vesting, absolute
ownership, or the power of alienation
beyond the perpetuities period. If a dis-
tributive power is exercised by creating
another power, it is deemed to be exer-
cised to whatever extent the second
power may be exercised.

(B) Settlement. A court-approved set-
tlement of a bona fide issue regarding
the administration of the trust or the
construction of terms of the governing
instrument will not cause an exempt
trust to be subject to the provisions of
chapter 13, if—

(I) The settlement is the product of
arm’s length negotiations; and

(2) The settlement is within the
range of reasonable outcomes under
the governing instrument and applica-
ble state law addressing the issues re-
solved by the settlement. A settlement
that results in a compromise between
the positions of the litigating parties
and reflects the parties’ assessments of
the relative strengths of their positions
is a settlement that is within the range
of reasonable outcomes.

(C) Judicial construction. A judicial
construction of a governing instrument
to resolve an ambiguity in the terms of
the instrument or to correct a scriv-
ener’s error will not cause an exempt
trust to be subject to the provisions of
chapter 13, if—

(I) The judicial action involves a
bona fide issue; and

(2) The construction is consistent
with applicable state law that would be
applied by the highest court of the
state.

(D) Other changes. (1) A modification
of the governing instrument of an ex-
empt trust (including a trustee dis-
tribution, settlement, or construction
that does not satisfy paragraph
(M)(@)(H)(A), (B), or (C) of this section)
by judicial reformation, or nonjudicial
reformation that is valid under appli-
cable state law, will not cause an ex-
empt trust to be subject to the provi-
sions of chapter 13, if the modification
does not shift a beneficial interest in
the trust to any beneficiary who occu-
pies a lower generation (as defined in
section 2651) than the person or persons
who held the beneficial interest prior
to the modification, and the modifica-
tion does not extend the time for vest-
ing of any beneficial interest in the
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trust beyond the period provided for in
the original trust.

(2) For purposes of this section, a
modification of an exempt trust will
result in a shift in beneficial interest
to a lower generation beneficiary if the
modification can result in either an in-
crease in the amount of a GST transfer
or the creation of a new GST transfer.
To determine whether a modification
of an irrevocable trust will shift a ben-
eficial interest in a trust to a bene-
ficiary who occupies a lower genera-
tion, the effect of the instrument on
the date of the modification is meas-
ured against the effect of the instru-
ment in existence immediately before
the modification. If the effect of the
modification cannot be immediately
determined, it is deemed to shift a ben-
eficial interest in the trust to a bene-
ficiary who occupies a lower generation
(as defined in section 2651) than the
person or persons who held the bene-
ficial interest prior to the modifica-
tion. A modification that is adminis-
trative in nature that only indirectly
increases the amount transferred (for
example, by lowering administrative
costs or income taxes) will not be con-
sidered to shift a beneficial interest in
the trust. In addition, administration
of a trust in conformance with applica-
ble local law that defines the term in-
come as a unitrust amount (or permits
a right to income to be satisfied by
such an amount) or that permits the
trustee to adjust between principal and
income to fulfill the trustee’s duty of
impartiality between income and prin-
cipal beneficiaries will not be consid-
ered to shift a beneficial interest in the
trust, if applicable local law provides
for a reasonable apportionment be-
tween the income and remainder bene-
ficiaries of the total return of the trust
and meets the requirements of
§1.643(b)-1 of this chapter.

(E) Examples. The following examples
illustrate the application of this para-
graph (b)(4). In each example, assume
that the trust established in 1980 was
irrevocable for purposes of paragraph
(b)(1)(ii1) of this section and that there
have been no additions to any trust
after September 25, 1985. The examples
are as follows:

Example 1. Trustee’s power to distribute
principal authorized under trust instrument.
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In 1980, Grantor established an irrevocable
trust (Trust) for the benefit of Grantor’s
child, A, A’s spouse, and A’s issue. At the
time Trust was established, A had two chil-
dren, B and C. A corporate fiduciary was des-
ignated as trustee. Under the terms of Trust,
the trustee has the discretion to distribute
all or part of the trust income to one or
more of the group consisting of A, 4’s spouse
or A’s issue. The trustee is also authorized to
distribute all or part of the trust principal to
one or more trusts for the benefit of 4, 4’s
spouse, or A’s issue under terms specified by
the trustee in the trustee’s discretion. Any
trust established under Trust, however, must
terminate 21 years after the death of the last
child of A to die who was alive at the time
Trust was executed. Trust will terminate on
the death of 4, at which time the remaining
principal will be distributed to A4’s issue, per
stirpes. In 2002, the trustee distributes part
of Trust’s principal to a new trust for the
benefit of B and C and their issue. The new
trust will terminate 21 years after the death
of the survivor of B and C, at which time the
trust principal will be distributed to the
issue of B and C, per stirpes. The terms of
the governing instrument of Trust authorize
the trustee to make the distribution to a
new trust without the consent or approval of
any beneficiary or court. In addition, the
terms of the governing instrument of the
new trust do not extend the time for vesting
of any beneficial interest in a manner that
may postpone or suspend the vesting, abso-
lute ownership or power of alienation of an
interest in property for a period, measured
from the date of creation of Trust, extending
beyond any life in being at the date of cre-
ation of Trust plus a period of 21 years, plus
if necessary, a reasonable period of gesta-
tion. Therefore, neither Trust nor the new
trust will be subject to the provisions of
chapter 13 of the Internal Revenue Code.
Example 2. Trustee’s power to distribute
principal pursuant to state statute. In 1980,
Grantor established an irrevocable trust
(Trust) for the benefit of Grantor’s child, A4,
A’s spouse, and A’s issue. At the time Trust
was established, 4 had two children, B and C.
A corporate fiduciary was designated as
trustee. Under the terms of Trust, the trust-
ee has the discretion to distribute all or part
of the trust income or principal to one or
more of the group consisting of 4, A’s spouse
or A’s issue. Trust will terminate on the
death of 4, at which time, the trust principal
will be distributed to A’s issue, per stirpes.
Under a state statute enacted after 1980 that
is applicable to Trust, a trustee who has the
absolute discretion under the terms of a tes-
tamentary instrument or irrevocable inter
vivos trust agreement to invade the prin-
cipal of a trust for the benefit of the income
beneficiaries of the trust, may exercise the
discretion by appointing so much or all of

748



Internal Revenue Service, Treasury

the principal of the trust in favor of a trust-
ee of a trust under an instrument other than
that under which the power to invade is cre-
ated, or under the same instrument. The
trustee may take the action either with con-
sent of all the persons interested in the trust
but without prior court approval, or with
court approval, upon notice to all of the par-
ties. The exercise of the discretion, however,
must not reduce any fixed income interest of
any income beneficiary of the trust and must
be in favor of the beneficiaries of the trust.
Under state law prior to the enactment of
the state statute, the trustee did not have
the authority to make distributions in trust.
In 2002, the trustee distributes one-half of
Trust’s principal to a new trust that provides
for the payment of trust income to A for life
and further provides that, at A’s death, one-
half of the trust remainder will pass to B or
B’s issue and one-half of the trust will pass
to C or C’s issue. Because the state statute
was enacted after Trust was created and re-
quires the consent of all of the parties, the
transaction constitutes a modification of
Trust. However, the modification does not
shift any beneficial interest in Trust to a
beneficiary or beneficiaries who occupy a
lower generation than the person or persons
who held the beneficial interest prior to the
modification. In addition, the modification
does not extend the time for vesting of any
beneficial interest in Trust beyond the pe-
riod provided for in the original trust. The
new trust will terminate at the same date
provided under Trust. Therefore, neither
Trust nor the new trust will be subject to the
provisions of chapter 13 of the Internal Rev-
enue Code.

Example 3. Construction of an ambiguous
term in the instrument. In 1980, Grantor es-
tablished an irrevocable trust for the benefit
of Grantor’s children, A and B, and their
issue. The trust is to terminate on the death
of the last to die of A and B, at which time
the principal is to be distributed to their
issue. However, the provision governing the
termination of the trust is ambiguous re-
garding whether the trust principal is to be
distributed per stirpes, only to the children
of A and B, or per capita among the children,
grandchildren, and more remote issue of A4
and B. In 2002, the trustee files a construc-
tion suit with the appropriate local court to
resolve the ambiguity. The court issues an
order construing the instrument to provide
for per capita distributions to the children,
grandchildren, and more remote issue of A4
and B living at the time the trust termi-
nates. The court’s construction resolves a
bona fide issue regarding the proper interpre-
tation of the instrument and is consistent
with applicable state law as it would be in-
terpreted by the highest court of the state.
Therefore, the trust will not be subject to
the provisions of chapter 13 of the Internal
Revenue Code.
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Example 4. Change in trust situs. In 1980,
Grantor, who was domiciled in State X, exe-
cuted an irrevocable trust for the benefit of
Grantor’s issue, naming a State X bank as
trustee. Under the terms of the trust, the
trust is to terminate, in all events, no later
than 21 years after the death of the last to
die of certain designated individuals living
at the time the trust was executed. The pro-
visions of the trust do not specify that any
particular state law is to govern the admin-
istration and construction of the trust. In
State X, the common law rule against per-
petuities applies to trusts. In 2002, a State Y
bank is named as sole trustee. The effect of
changing trustees is that the situs of the
trust changes to State Y, and the laws of
State Y govern the administration and con-
struction of the trust. State Y law contains
no rule against perpetuities. In this case,
however, in view of the terms of the trust in-
strument, the trust will terminate at the
same time before and after the change in
situs. Accordingly, the change in situs does
not shift any beneficial interest in the trust
to a beneficiary who occupies a lower genera-
tion (as defined in section 2651) than the per-
son or persons who held the beneficial inter-
est prior to the transfer. Furthermore, the
change in situs does not extend the time for
vesting of any beneficial interest in the trust
beyond that provided for in the original
trust. Therefore, the trust will not be subject
to the provisions of chapter 13 of the Inter-
nal Revenue Code. If, in this example, as a
result of the change in situs, State Y law
governed such that the time for vesting was
extended beyond the period prescribed under
the terms of the original trust instrument,
the trust would not retain exempt status.

Example 5. Division of a trust. In 1980,
Grantor established an irrevocable trust for
the benefit of his two children, 4 and B, and
their issue. Under the terms of the trust, the
trustee has the discretion to distribute in-
come and principal to 4, B, and their issue in
such amounts as the trustee deems appro-
priate. On the death of the last to die of A4
and B, the trust principal is to be distributed
to the living issue of 4 and B, per stirpes. In
2002, the appropriate local court approved
the division of the trust into two equal
trusts, one for the benefit of A and A’s issue
and one for the benefit of B and B’s issue.
The trust for A and A’s issue provides that
the trustee has the discretion to distribute
trust income and principal to 4 and A’s issue
in such amounts as the trustee deems appro-
priate. On A’s death, the trust principal is to
be distributed equally to A’s issue, per stir-
pes. If A dies with no living descendants, the
principal will be added to the trust for B and
B’s issue. The trust for B and B’s issue is
identical (except for the beneficiaries), and
terminates at B’s death at which time the
trust principal is to be distributed equally to
B’s issue, per stirpes. If B dies with no living
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descendants, principal will be added to the
trust for 4 and A’s issue. The division of the
trust into two trusts does not shift any bene-
ficial interest in the trust to a beneficiary
who occupies a lower generation (as defined
in section 2651) than the person or persons
who held the beneficial interest prior to the
division. In addition, the division does not
extend the time for vesting of any beneficial
interest in the trust beyond the period pro-
vided for in the original trust. Therefore, the
two partitioned trusts resulting from the di-
vision will not be subject to the provisions of
chapter 13 of the Internal Revenue Code.

Example 6. Merger of two trusts. In 1980,
Grantor established an irrevocable trust for
Grantor’s child and the child’s issue. In 1983,
Grantor’s spouse also established a separate
irrevocable trust for the benefit of the same
child and issue. The terms of the spouse’s
trust and Grantor’s trust are identical. In
2002, the appropriate local court approved
the merger of the two trusts into one trust
to save administrative costs and enhance the
management of the investments. The merger
of the two trusts does not shift any bene-
ficial interest in the trust to a beneficiary
who occupies a lower generation (as defined
in section 2651) than the person or persons
who held the beneficial interest prior to the
merger. In addition, the merger does not ex-
tend the time for vesting of any beneficial
interest in the trust beyond the period pro-
vided for in the original trust. Therefore, the
trust that resulted from the merger will not
be subject to the provisions of chapter 13 of
the Internal Revenue Code.

Example 7. Modification that does not shift
an interest to a lower generation. In 1980,
Grantor established an irrevocable trust for
the benefit of Grantor’s grandchildren, 4, B,
and C. The trust provides that income is to
be paid to 4, B, and C, in equal shares for
life. The trust further provides that, upon
the death of the first grandchild to die, one-
third of the principal is to be distributed to
that grandchild’s issue, per stirpes. Upon the
death of the second grandchild to die, one-
half of the remaining trust principal is to be
distributed to that grandchild’s issue, per
stirpes, and upon the death of the last grand-
child to die, the remaining principal is to be
distributed to that grandchild’s issue, per
stirpes. In 2002, A4 became disabled. Subse-
quently, the trustee, with the consent of B
and C, petitioned the appropriate local court
and the court approved a modification of the
trust that increased A’s share of trust in-
come. The modification does not shift a ben-
eficial interest to a lower generation bene-
ficiary because the modification does not in-
crease the amount of a GST transfer under
the original trust or create the possibility
that new GST transfers not contemplated in
the original trust may be made. In this case,
the modification will increase the amount
payable to A who is a member of the same
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generation as B and C. In addition, the modi-
fication does not extend the time for vesting
of any beneficial interest in the trust beyond
the period provided for in the original trust.
Therefore, the trust as modified will not be
subject to the provisions of chapter 13 of the
Internal Revenue Code. However, the modi-
fication increasing A’s share of trust income
is a transfer by B and C to A for Federal gift
tax purposes.

Example 8. Conversion of income interest
into unitrust interest. In 1980, Grantor estab-
lished an irrevocable trust under the terms
of which trust income is payable to A4 for life
and, upon A’s death, the remainder is to pass
to A’s issue, per stirpes. In 2002, the appro-
priate local court approves a modification to
the trust that converts A’s income interest
into the right to receive the greater of the
entire income of the trust or a fixed percent-
age of the trust assets valued annually
(unitrust interest) to be paid each year to 4
for life. The modification does not result in
a shift in beneficial interest to a beneficiary
who occupies a lower generation (as defined
in section 2651) than the person or persons
who held the beneficial interest prior to the
modification. In this case, the modification
can only operate to increase the amount dis-
tributable to A and decrease the amount dis-
tributable to A’s issue. In addition, the modi-
fication does not extend the time for vesting
of any beneficial interest in the trust beyond
the period provided for in the original trust.
Therefore, the trust will not be subject to
the provisions of chapter 13 of the Internal
Revenue Code.

Example 9. Allocation of capital gain to in-
come. In 1980, Grantor established an irrev-
ocable trust under the terms of which trust
income is payable to Grantor’s child, A4, for
life, and upon A’s death, the remainder is to
pass to A’s issue, per stirpes. Under applica-
ble state law, unless the governing instru-
ment provides otherwise, capital gain is allo-
cated to principal. In 2002, the trust is modi-
fied to allow the trustee to allocate capital
gain to the income. The modification does
not shift any beneficial interest in the trust
to a beneficiary who occupies a lower genera-
tion (as defined in section 2651) than the per-
son or persons who held the beneficial inter-
est prior to the modification. In this case,
the modification can only have the effect of
increasing the amount distributable to A4,
and decreasing the amount distributable to
A’s issue. In addition, the modification does
not extend the time for vesting of any bene-
ficial interest in the trust beyond the period
provided for in the original trust. Therefore,
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue
Code.

Example 10. Administrative change to
terms of a trust. In 1980, Grantor executed an
irrevocable trust for the benefit of Grantor’s
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issue, naming a bank and five other individ-
uals as trustees. In 2002, the appropriate
local court approves a modification of the
trust that decreases the number of trustees
which results in lower administrative costs.
The modification pertains to the administra-
tion of the trust and does not shift a bene-
ficial interest in the trust to any beneficiary
who occupies a lower generation (as defined
in section 2651) than the person or persons
who held the beneficial interest prior to the
modification. In addition, the modification
does not extend the time for vesting of any
beneficial interest in the trust beyond the
period provided for in the original trust.
Therefore, the trust will not be subject to
the provisions of chapter 13 of the Internal
Revenue Code.

Example 11. Conversion of income interest to
unitrust interest under state statute. In 1980,
Grantor, a resident of State X, established
an irrevocable trust for the benefit of
Grantor’s child, A, and A’s issue. The trust
provides that trust income is payable to A
for life and upon A’s death the remainder is
to pass to A’s issue, per stirpes. In 2002, State
X amends its income and principal statute to
define income as a unitrust amount of 4% of
the fair market value of the trust assets val-
ued annually. For a trust established prior
to 2002, the statute provides that the new
definition of income will apply only if all the
beneficiaries who have an interest in the
trust consent to the change within two years
after the effective date of the statute. The
statute provides specific procedures to estab-
lish the consent of the beneficiaries. A and
A’s issue consent to the change in the defini-
tion of income within the time period, and in
accordance with the procedures, prescribed
by the state statute. The administration of
the trust, in accordance with the state stat-
ute defining income to be a 4% unitrust
amount, will not be considered to shift any
beneficial interest in the trust. Therefore,
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue
Code. Further, under these facts, no trust
beneficiary will be treated as having made a
gift for federal gift tax purposes, and neither
the trust nor any trust beneficiary will be
treated as having made a taxable exchange
for federal income tax purposes. Similarly,
the conclusions in this example would be the
same if the beneficiaries’ consent was not re-
quired, or, if the change in administration of
the trust occurred because the situs of the
trust was changed to State X from a state
whose statute does not define income as a
unitrust amount or if the situs was changed
to such a state from State X.

Example 12. Equitable adjustments wunder
state statute. The facts are the same as in Ex-
ample 11, except that in 2002, State X amends
its income and principal statute to permit
the trustee to make adjustments between in-
come and principal when the trustee invests
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and manages the trust assets under the
state’s prudent investor standard, the trust
describes the amount that shall or must be
distributed to a beneficiary by referring to
the trust’s income, and the trustee after ap-
plying the state statutory rules regarding al-
location of receipts between income and
principal is unable to administer the trust
impartially. The provision permitting the
trustees to make these adjustments is effec-
tive in 2002 for trusts created at any time.
The trustee invests and manages the trust
assets under the state’s prudent investor
standard, and pursuant to authorization in
the state statute, the trustee allocates re-
ceipts between the income and principal ac-
counts in a manner to ensure the impartial
administration of the trust. The administra-
tion of the trust in accordance with the state
statute will not be considered to shift any
beneficial interest in the trust. Therefore,
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue
Code. Further, under these facts, no trust
beneficiary will be treated as having made a
gift for federal gift tax purposes, and neither
the trust nor any trust beneficiary will be
treated as having made a taxable exchange
for federal income tax purposes. Similarly,
the conclusions in this example would be the
same if the change in administration of the
trust occurred because the situs of the trust
was changed to State X from a state whose
statute does not authorize the trustee to
make adjustments between income and prin-
cipal or if the situs was changed to such a
state from State X.

(ii) Effective dates. The rules in this
paragraph (b)(4) are generally applica-
ble on and after December 20, 2000.
However, the rule in the last sentence
of paragraph (b)(4)(i)(D)(2) of this sec-
tion and Example 11 and Example 12 in
paragraph (b)(4)(i)(E) of this section re-
garding the administration of a trust
and the determination of income in
conformance with applicable state law
applies to trusts for taxable years end-
ing after January 2, 2004.

(5) Exceptions to additions rule—(i) In
general. Any addition to a trust made
pursuant to an instrument or arrange-
ment covered by the transition rules in
paragraph (b) (1), (2) or (3) of this sec-
tion is not treated as an addition for
purposes of this section. Moreover, any
property transferred inter vivos to a
trust is not treated as an addition if
the same property would have been
added to the trust pursuant to an in-
strument covered by the transition
rules in paragraph (b) (2) or (3) of this
section.
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(ii) Examples. The following examples
illustrate the application of paragraph
(b)(4)(Q) of this section:

Example 1. Addition pursuant to terms of ex-
empt instrument. On December 31, 1980, T cre-
ated an irrevocable trust having a principal
of $100,000. Under the terms of the trust, the
principal was to be held for the benefit of T’s
grandchild, GC. Pursuant to the terms of T’s
will, a document entitled to relief under the
transition rule of paragraph (b)(2) of this sec-
tion, the residue of the estate was paid to
the trust. Because the addition to the trust
was paid pursuant to the terms of an instru-
ment (T’s will) that is not subject to the pro-
visions of chapter 13 because of paragraph
(b)(2) of this section, the payment to the
trust is not considered an addition to the
principal of the trust. Thus, distributions to
or for the benefit of GC, are not subject to
the provisions of chapter 13.

Example 2. Property transferred inter vivos
that would have been transferred to the same
trust by the transferor’s will. T is the grantor
of a trust that was irrevocable on September
25, 1985. T’s will, which was executed before
October 22, 1986, and not amended thereafter,
provides that, upon T’s death, the entire es-
tate will pour over into T’s trust. On October
1, 1985, T transfers $100,000 to the trust.
While T°s will otherwise qualifies for relief
under the transition rule in paragraph (b)(2)
of this section, the transition rule is not ap-
plicable unless T dies prior to January 1,
1987. Thus, if T dies after December 31, 1986,
the transfer is treated as an addition to the
trust for purposes of any distribution made
from the trust after the transfer to the trust
on October 1, 1985. If T dies before January 1,
1987, the entire trust (as well as any distribu-
tions from or terminations of interests in
the trust prior to T’s death) is exempt, under
paragraph (b)(2) of this section, from chapter
13 because the $100,000 would have been added
to the trust under a will that would have
qualified under paragraph (b)(2) of this sec-
tion. In either case, for any generation-skip-
ping transfers made after the transfer to the
trust on October 1, 1985, but before T’s death,
the $100,000 is treated as an addition to the
trust and a proportionate amount of the
trust is subject to chapter 13.

Example 3. Pour over to a revocable trust. T
and S are the settlors of separate revocable
trusts with equal values. Both trusts were
established for the benefit of skip persons (as
defined in section 2613). S dies on December
1, 1985, and under the provisions of S’s trust,
the principal pours over into T’s trust. If T
dies before January 1, 1987, the entire trust is
excluded under paragraph (b)(2) of this sec-
tion from the operation of chapter 13. If T
dies after December 31, 1986, the entire trust
is subject to the generation-skipping trans-
fer tax provisions because T’s trust is not a
trust described in paragraph (b)(1) or (2) of
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this section. In the latter case, the fact that
S died before January 1, 1987, is irrelevant
because the principal of S’s trust was added
to a trust that never qualified under the
transition rules of paragraph (b)(1) or (2) of
this section.

Example 4. Pour over to exempt trust. Assume
the same facts as in Example 3, except upon
the death of S on December 1, 1985, S’s trust
continues as an irrevocable trust and that
the principal of T’s trust is to be paid over
upon T’s death to S’s trust. Again, if T dies
before January 1, 1987, S’s entire trust falls
within the provisions of paragraph (b)(2) of
this section. However, if T dies after Decem-
ber 31, 1986, the pour-over is considered an
addition to the trust. Therefore, S’s trust is
not a trust excluded under paragraph (b)(2)
of this section because an addition is made
to the trust.

Example 5. Lapse of a general power of ap-
pointment. S, the spouse of the settlor of an
irrevocable trust that was created in 1980,
had, on September 25, 1985, a general power
of appointment over the trust assets. The
trust provides that should S fail to exercise
the power of appointment the property is to
remain in the trust. On October 21, 1986, S
executed a will under which S failed to exer-
cise the power of appointment. If S dies be-
fore January 1, 1987, without having exer-
cised the power in a manner which results in
the creation of, or increase in the amount of,
a generation-skipping transfer (or amended
the will in a manner that results in the cre-
ation of, or increase in the amount of, a gen-
eration-skipping transfer), transfers pursu-
ant to the trust or the will are not subject to
chapter 13 because the trust is an irrevocable
trust and the will qualifies under paragraph
(b)(2) of this section.

Example 6. Lapse of general power of appoint-
ment held by intestate decedent. Assume the
same facts as in Example 5, except on October
22, 1986, S did not have a will and that S dies
after that date. Upon S’s death, or upon the
prior exercise or release of the power, the
value of the entire trust is treated as having
been distributed to S, and S is treated as
having made an addition to the trust in the
amount of the entire principal. Any distribu-
tion or termination pursuant to the trust oc-
curring after S’s death is subject to chapter
13. It is immaterial whether S’s death occurs
before January 1, 1987, since paragraph (b)(2)
of this section is only applicable where a will
or revocable trust was executed before Octo-
ber 22, 1986.

(c) Additional effective dates. Except as
otherwise provided, the regulations
under §§26.2611-1, 26.2612-1, 26.2613-1,
26.2632-1, 26.2641-1, 26.2642-1, 26.2642-2,
26.2642-3, 26.2642-4, 26.2642-5, 26.2652-1,
26.2662-2, 26.26563-1, 26.2654-1, 26.2663-1,
and 26.2663-2 are effective with respect
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to generation-skipping transfers as de-
fined in §26.2611-1 made on or after De-
cember 27, 1995. However, taxpayers
may, at their option, rely on these reg-
ulations in the case of generation-skip-
ping transfers made, and trusts that
became irrevocable, after December 23,
1992, and before December 27, 1995. The
last four sentences in paragraph
(b)(1)(A) of this section are applicable
on and after November 18, 1999.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29653, June 12, 1996, as amended at 61 FR
43656, Aug. 26, 1996; T.D. 8912, 656 FR 79738,
Dec. 20, 2000; 66 FR 11108, Feb. 22, 2001; 66 FR
12834, Feb. 28, 2001; T.D. 9102, 69 FR 21, Jan.
2, 2004]

§26.2611-1 Generation-skipping trans-
fer defined.

A generation-skipping transfer (GST)
is an event that is either a direct skip,
a taxable distribution, or a taxable ter-
mination. See §26.2612-1 for the defini-
tion of these terms. The determination
as to whether an event is a GST is
made by reference to the most recent
transfer subject to the estate or gift
tax. See §26.2652-1(a)(2) for determining
whether a transfer is subject to Federal
estate or gift tax.

§26.2612-1 Definitions.

(a) Direct skip. A direct skip is a
transfer to a skip person that is subject
to Federal estate or gift tax. If prop-
erty is transferred to a trust, the trans-
fer is a direct skip only if the trust is
a skip person. Only one direct skip oc-
curs when a single transfer of property
skips two or more generations. See
paragraph (d) of this section for the
definition of skip person. See §26.26562—
1(b) for the definition of trust. See
§26.2632-1(c)(4) for the time that a di-
rect skip occurs if the transferred prop-
erty is subject to an estate tax inclu-
sion period.

(b) Taxable termination—(1) In general.
Except as otherwise provided in this
paragraph (b), a taxable termination is
a termination (occurring for any rea-
son) of an interest in trust unless—

(i) A transfer subject to Federal es-
tate or gift tax occurs with respect to
the property held in the trust at the
time of the termination;
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(ii) Immediately after the termi-
nation, a person who is not a skip per-
son has an interest in the trust; or

(iii) At no time after the termination
may a distribution, other than a dis-
tribution the probability of which oc-
curring is so remote as to be negligible
(including a distribution at the termi-
nation of the trust) be made from the
trust to a skip person. For this pur-
pose, the probability that a distribu-
tion will occur is so remote as to be
negligible only if it can be ascertained
by actuarial standards that there is
less than a 5 percent probability that
the distribution will occur.

(2) Partial termination. If a distribu-
tion of a portion of trust property is
made to a skip person by reason of a
termination occurring on the death of
a lineal descendant of the transferor,
the termination is a taxable termi-
nation with respect to the distributed
property.

(3) Simultaneous terminations. A simul-
taneous termination of two or more in-
terests creates only one taxable termi-
nation.

(c) Tazxable distribution—(1) In general.
A taxable distribution is a distribution
of income or principal from a trust to
a skip person unless the distribution is
a taxable termination or a direct skip.
If any portion of GST tax (including
penalties and interest thereon) imposed
on a distributee is paid from the dis-
tributing trust, the payment is an ad-
ditional taxable distribution to the dis-
tributee. For purposes of chapter 13,
the additional distribution is treated
as having been made on the last day of
the calendar year in which the original
taxable distribution is made. If Federal
estate or gift tax is imposed on any in-
dividual with respect to an interest in
property held by a trust, the interest in
property is treated as having been dis-
tributed to the individual to the extent
that the value of the interest is subject
to Federal estate or gift tax. See
§26.2652-1(a)(6) Example 5, regarding the
treatment of the lapse of a power of ap-
pointment as a transfer to a trust.

(2) Look-through rule not to apply.
Solely for purposes of determining
whether any transfer from a trust to
another trust is a taxable distribution,
the rules of section 2651(e)(2) do not
apply. If the transferring trust and the
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recipient trust have the same trans-
feror, see §26.2642-4(a) (1) and (2) for
rules for recomputing the applicable
fraction of the recipient trust.

(d) Skip person. A skip person is—

(1) An individual assigned to a gen-
eration more than one generation
below that of the transferor (deter-
mined under the rules of section 2651);
or

(2) A trust if—

(i) All interests in the trust are held
by skip persons; or

(ii) No person holds an interest in the
trust and no distributions, other than a
distribution the probability of which
occurring is so remote as to be neg-
ligible (including distributions at the
termination of the trust), may be made
after the transfer to a person other
than a skip person. For this purpose,
the probability that a distribution will
occur is so remote as to be negligible
only if it can be ascertained by actu-
arial standards that there is less than a
5 percent probability that the distribu-
tion will occur.

(e) Interest in trust—(1) In general. An
interest in trust is an interest in prop-
erty held in trust as defined in section
2652(c) and these regulations. An inter-
est in trust exists if a person—

(i) Has a present right to receive
trust principal or income;

(ii) Is a permissible current recipient
of trust principal or income and is not
described in section 2055(a); or

(iii) Is described in section 2055(a)
and the trust is a charitable remainder
annuity trust or unitrust (as defined in
section 664(d)) or a pooled income fund
(as defined in section 642(c)(5)).

(2) Ezxceptions—(i) Support obligations.
In general, an individual has a present
right to receive trust income or prin-
cipal if trust income or principal may
be used to satisfy the individual’s sup-
port obligations. However, an indi-
vidual does not have an interest in a
trust merely because a support obliga-
tion of that individual may be satisfied
by a distribution that is either within
the discretion of a fiduciary or pursu-
ant to provisions of local law substan-
tially equivalent to the Uniform Gifts
(Transfers) to Minors Act.

(ii) Certain interests disregarded. An
interest which is used primarily to
postpone or avoid the GST tax is dis-
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regarded for purposes of chapter 13. An
interest is considered as used primarily
to postpone or avoid the GST tax if a
significant purpose for the creation of
the interest is to postpone or avoid the
tax.

(3) Disclaimers. An interest does not
exist to the extent it is disclaimed pur-
suant to a disclaimer that constitutes
a qualified disclaimer under section
2518.

(f) Examples. The following examples
illustrate the provisions of this sec-
tion.

Example 1. Direct skip. T gratuitously con-
veys Blackacre to T’s grandchild. Because
the transfer is a transfer to a skip person of
property subject to Federal gift tax, it is a
direct skip.

Example 2. Direct skip of more than one gen-
eration. T gratuitously conveys Blackacre to
T’s great-grandchild. The transfer is a direct
skip. Only one GST tax is imposed on the di-
rect skip although two generations are
skipped by the transfer.

Example 3. Withdrawal power in trust. T
transfers $50,000 to a new trust providing
that trust income is to be paid to T’s child,
C, for life and, on C’s death, the trust prin-
cipal is to be paid to T’s descendants. Under
the terms of the trust, T grants four grand-
children the right to withdraw $10,000 from
the trust for a 60 day period following the
transfer. Since C, who is not a skip person,
has an interest in the trust, the trust is not
a skip person. T’s transfer to the trust is not
a direct skip.

Example 4. Taxable termination. T estab-
lishes an irrevocable trust under which the
income is to be paid to T’s child, C, for life.
On the death of C, the trust principal is to be
paid to T’s grandchild, GC. Since C has an in-
terest in the trust, the trust is not a skip
person and the transfer to the trust is not a
direct skip. If C dies survived by GC, a tax-
able termination occurs at C’s death because
C’s interest in the trust terminates and
thereafter the trust property is held by a
skip person who occupies a lower generation
than C.

Example 5. Direct skip of property held in
trust. T establishes a testamentary trust
under which the income is to be paid to T's
surviving spouse, S, for life and the remain-
der is to be paid to a grandchild of T and S.
T’s executor elects to treat the trust as
qualified terminable interest property under
section 2056(b)(7). The transfer to the trust is
not a direct skip because S, a person who is
not a skip person, holds a present right to re-
ceive income from the trust. Upon S’s death,
the trust property is included in S’s gross es-
tate under section 2044 and passes directly to
a skip person. The GST occurring at that
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time is a direct skip because it is a transfer
subject to chapter 11. The fact that the in-
terest created by T is terminated at S’s
death is immaterial because S becomes the
transferor at the time of the transfer subject
to chapter 11.

Example 6. Tazxable termination. T estab-
lishes an irrevocable trust for the benefit of
T’s child, C, T’s grandchild, GC, and T’s
great-grandchild, GGC. Under the terms of
the trust, income and principal may be dis-
tributed to any or all of the living bene-
ficiaries at the discretion of the trustee.
Upon the death of the second beneficiary to
die, the trust principal is to be paid to the
survivor. C dies first. A taxable termination
occurs at that time because, immediately
after C’s interest terminates, all interests in
the trust are held by skip persons (GC and
GGO).

Example 7. Taxable termination resulting from
distribution. The facts are the same as in Ex-
ample 6, except twenty years after C’s death
the trustee exercises its discretionary power
and distributes the entire principal to GGC.
The distribution results in a taxable termi-
nation because GC’s interest in the trust ter-
minates as a result of the distribution of the
entire trust property to GGC, a skip person.
The result would be the same if the trustee
retained sufficient funds to pay the GST tax
due by reason of the taxable termination, as
well as any expenses of winding up the trust.

Example 8. Simultaneous termination of inter-
ests of more than one beneficiary. T establishes
an irrevocable trust for the benefit of T’s
child, C, T’s grandchild, GC, and T’s great-
grandchild, GGC. Under the terms of the
trust, income and principal may be distrib-
uted to any or all of the living beneficiaries
at the discretion of the trustee. Upon the
death of C, the trust property is to be dis-
tributed to GGC if then living. If C is sur-
vived by both GC and GGC, both C’s and GC’s
interests in the trust will terminate on C’s
death. However, because both interests will
terminate at the same time and as a result
of one event, only one taxable termination
occurs.

Example 9. Partial taxable termination. T cre-
ates an irrevocable trust providing that
trust income is to be paid to T’s children, A
and B, in such proportions as the trustee de-
termines for their joint lives. On the death of
the first child to die, one-half of the trust
principal is to be paid to T’s then living
grandchildren. The balance of the trust prin-
cipal is to be paid to T’s grandchildren on
the death of the survivor of A and B. If A
predeceases B, the distribution occurring on
the termination of A’s interest in the trust is
a taxable termination and not a taxable dis-
tribution. It is a taxable termination Dbe-
cause the distribution is a distribution of a
portion of the trust that occurs as a result of
the death of A, a lineal descendant of T. It is
immaterial that a portion of the trust con-
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tinues and that B, a person other than a skip
person, thereafter holds an interest in the
trust.

Example 10. Tazxable distribution. T estab-
lishes an irrevocable trust under which the
trust income is payable to T’s child, C, for
life. When T’s grandchild, GC, attains 35
years of age, GC is to receive one-half of the
principal. The remaining one-half of the
principal is to be distributed to GC on C’s
death. Assume that C survives until GC at-
tains age 35. When the trustee distributes
one-half of the principal to GC on GC’s 35th
birthday, the distribution is a taxable dis-
tribution because it is a distribution to a
skip person and is neither a taxable termi-
nation nor a direct skip.

Example 11. Exercise of withdrawal right as
taxable distribution. The facts are the same as
in Example 10, except GC holds a continuing
right to withdraw trust principal and after
one year GC withdraws $10,000. The with-
drawal by GC is not a taxable termination
because the withdrawal does not terminate
C’s interest in the trust. The withdrawal by
GC is a taxable distribution to GC.

Example 12. Interest in trust. T establishes
an irrevocable trust under which the income
is to be paid to T’s child, C, for life. On the
death of C, the trust principal is to be paid
to T’s grandchild, GC. Because C has a
present right to receive income from the
trust, C has an interest in the trust. Because
GC cannot currently receive distributions
from the trust, GC does not have an interest
in the trust.

Example 13. Support obligation. T establishes
an irrevocable trust for the benefit of T’s
grandchild, GC. The trustee has discretion to
distribute property for GC’s support without
regard to the duty or ability of GC’s parent,
C, to support GC. Because GC is a permis-
sible current recipient of trust property, GC
has an interest in the trust. C does not have
an interest in the trust because the potential
use of the trust property to satisfy C’s sup-
port obligation is within the discretion of a
fiduciary. C would be treated as having an
interest in the trust if the trustee was re-
quired to distribute trust property for GC’s
support.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
296563, June 12, 1996, as amended by T.D. 9214,
70 FR 41141, July 18, 2005]

§26.2613-1 Skip person.
For the definition of skip person see
§26.2612-1(d).
§26.2632-1 Allocation of GST exemp-
tion.

(a) General rule. Except as otherwise
provided in this section, an individual
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or the individual’s executor may allo-
cate the individual’s $1 million GST ex-
emption at any time from the date of
the transfer through the date for filing
the individual’s Federal estate tax re-
turn (including any extensions for fil-
ing that have been actually granted). If
no estate tax return is required to be
filed, the GST exemption may be allo-
cated at any time through the date a
Federal estate tax return would be due
if a return were required to be filed (in-
cluding any extensions actually grant-
ed). If property is held in trust, the al-
location of GST exemption is made to
the entire trust rather than to specific
trust assets. If a transfer is a direct
skip to a trust, the allocation of GST
exemption to the transferred property
is also treated as an allocation of GST
exemption to the trust for purposes of
future GSTs with respect to the trust
by the same transferor.

(b) Lifetime allocations—(1) Automatic
allocation to direct skips—(i) In general.
If a direct skip occurs during the trans-
feror’s lifetime, the transferor’s GST
exemption mnot previously allocated
(unused GST exemption) is automati-
cally allocated to the transferred prop-
erty (but not in excess of the fair mar-
ket value of the property on the date of
the transfer). The transferor may pre-
vent the automatic allocation of GST
exemption by describing on a timely-
filed United States Gift (and Genera-
tion-Skipping Transfer) Tax Return
(Form 709) the transfer and the extent
to which the automatic allocation is
not to apply. In addition, a timely-filed
Form 709 accompanied by payment of
the GST tax (as shown on the return
with respect to the direct skip) is suffi-
cient to prevent an automatic alloca-
tion of GST exemption with respect to
the transferred property. See para-
graph (c)(4) of this section for special
rules in the case of direct skips treated
as occurring at the termination of an
estate tax inclusion period.

(ii) Time for filing Form 709. A Form
709 is timely filed if it is filed on or be-
fore the date required for reporting the
transfer if it were a taxable gift (i.e.,
the date prescribed by section 6075(b),
including any extensions to file actu-
ally granted (the due date)). Except as
provided in paragraph (b)(1)(iii) of this
section, the automatic allocation of
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GST exemption (or the election to pre-
vent the allocation, if made) is irrev-
ocable after the due date. An auto-
matic allocation of GST exemption is
effective as of the date of the transfer
to which it relates. Except as provided
above, a Form 709 need not be filed to
report an automatic allocation.

(iii) Transitional rule. An election to
prevent an automatic allocation of
GST exemption filed on or before Janu-
ary 26, 1996, becomes irrevocable on
July 24, 1996.

(2) Automatic allocation to indirect
skips made after December 31, 2000—(1) In
general. An indirect skip is a transfer of
property to a GST trust as defined in
section 2632(c)(3)(B) provided that the
transfer is subject to gift tax and does
not qualify as a direct skip. In the case
of an indirect skip made after Decem-
ber 31, 2000, to which section 2642(f) (re-
lating to transfers subject to an estate
tax inclusion period (ETIP)) does not
apply, the transferor’s unused GST ex-
emption is automatically allocated to
the property transferred (but not in ex-
cess of the fair market value of the
property on the date of the transfer).
The automatic allocation pursuant to
this paragraph is effective whether or
not a Form 709 is filed reporting the
transfer, and is effective as of the date
of the transfer to which it relates. An
automatic allocation is irrevocable
after the due date of the Form 709 for
the calendar year in which the transfer
is made. In the case of an indirect skip
to which section 2642(f) does apply, the
indirect skip is deemed to be made at
the close of the ETIP and the GST ex-
emption is deemed to be allocated at
that time. In either case, except as oth-
erwise provided in paragraph (b)(2)(ii)
of this section, the automatic alloca-
tion of exemption applies even if an al-
location of exemption is made to the
indirect skip in accordance with sec-
tion 2632(a).

(i1) Prevention of automatic allocation.
Except as otherwise provided in forms
or other guidance published by the
Service, the transferor may prevent
the automatic allocation of GST ex-
emption with regard to an indirect skip
(including indirect skips to which sec-
tion 2642(f) may apply) by making an
election, as provided in paragraph
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(b)(2)(iii) of this section. Notwith-
standing paragraph (b)(2)(iii)(B) of this
section, the transferor may also pre-
vent the automatic allocation of GST
exemption with regard to an indirect
skip by making an affirmative alloca-
tion of GST exemption on a Form 709
filed at any time on or before the due
date for timely filing (within the
meaning of paragraph (b)(1)(ii) of this
section) of an amount that is less than
(but not equal to) the value of the
property transferred as reported on
that return, in accordance with the
provisions of paragraph (b)(4) of this
section. See paragraph (b)(4)(iii) Exam-
ple 6 of this section. Any election out
of the automatic allocation rules under
this section has no effect on the appli-
cation of the automatic allocation
rules applicable after the transferor’s
death under section 2632(e) and para-
graph (d) of this section.

(iii) Election to have automatic alloca-
tion rules nmot apply—(A) In general. A
transferor may prevent the automatic
allocation of GST exemption (elect
out) with respect to any transfer or
transfers constituting an indirect skip
made to a trust or to one or more sepa-
rate shares that are treated as separate
trusts under §26.26564-1(a)(1) (collec-
tively referred to hereinafter as a
trust). In the case of a transfer treated
under section 2513 as made one-half by
the transferor and one-half by the
transferor’s spouse, each spouse shall
be treated as a separate transferor who
must satisfy separately the require-
ments of paragraph (b)(2)(iii)(B) to
elect out with respect to the transfer.
A transferor may elect out with re-
spect to—

(I) One or more prior-year transfers
subject to section 2642(f) (regarding
ETIPs) made by the transferor to a
specified trust or trusts;

(2) One or more (or all) current-year
transfers made by the transferor to a
specified trust or trusts;

(3) One or more (or all) future trans-
fers made by the transferor to a speci-
fied trust or trusts;

(4) All future transfers made by the
transferor to all trusts (whether or not
in existence at the time of the election
out); or
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(5) Any combination of paragraphs
(b)(2)(1i1)(A)(I) through (4) of this sec-
tion.

(B) Manner of making an election out.
Except as otherwise provided in forms
or other guidance published by the
IRS, an election out is made as de-
scribed in this paragraph (b)(2)(iii)(B).
To elect out, the transferor must at-
tach a statement (election out state-
ment) to a Form 709 filed within the
time period provided in paragraph
(b)(2)(iii)(C) of this section (whether or
not any transfer was made in the cal-
endar year for which the Form 709 was
filed, and whether or not a Form 709
otherwise would be required to be filed
for that year). See paragraph (b)(4)(iv)
Example 7 of this section. The election
out statement must identify the trust
(except for an election out under para-
graph (b)(2)(iii)(A)(4) of this section),
and specifically must provide that the
transferor is electing out of the auto-
matic allocation of GST exemption
with respect to the described transfer
or transfers. Prior-year transfers that
are subject to section 2642(f), and to
which the election out is to apply,
must be specifically described or other-
wise identified in the election out
statement. Further, unless the election
out is made for all transfers made to
the trust in the current year and/or in
all future years, the current-year
transfers and/or future transfers to
which the election out is to apply must
be specifically described or otherwise
identified in the election out state-
ment.

(C) Time for making an election out. To
elect out, the Form 709 with the at-
tached election out statement must be
filed on or before the due date for time-
ly filing (within the meaning of para-
graph (b)(1)(ii) of this section) of the
Form 709 for the calendar year in
which—

(I) For a transfer subject to section
2642(f), the ETIP closes; or

(2) For all other elections out, the
first transfer to be covered by the elec-
tion out was made.

(D) Effect of election out. An election
out does not affect the automatic allo-
cation of GST exemption to any trans-
fer not covered by the election out
statement. Except for elections out for
transfers described in  paragraph
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(b)(2)(iii)(A)(I) of this section that are
specifically described in an election
out statement, an election out does not
apply to any prior-year transfer to a
trust, including any transfer subject to
an ETIP (even if the ETIP closes after
the election is made). An election out
does not prevent the transferor from
allocating the transferor’s available
GST exemption to any transfer covered
by the election out, either on a timely
filed Form 709 reporting the transfer or
at a later date in accordance with the
provisions of paragraph (b)(4) of this
section. An election out with respect to
future transfers remains in effect un-
less and until terminated. Once an
election out with respect to future
transfers is made, a transferor need not
file a Form 709 in future years solely to
prevent the automatic allocation of the
GST exemption to any future transfer
covered by the election out.

(E) Termination of election out. Except
as otherwise provided in forms or other
guidance published by the IRS, an elec-
tion out may be terminated as de-
scribed in this paragraph (b)(2)(iii)(E).
Pursuant to this section, a transferor
may terminate an election out made on
a Form 709 for a prior year, to the ex-
tent that election out applied to future
transfers or to a transfer subject to
section 2642(f). To terminate an elec-
tion out, the transferor must attach a
statement (termination statement) to
a Form 709 filed on or before the due
date of the Form 709 for the calendar
year in which is made the first transfer
to which the election out is not to
apply (whether or not any transfer was
made in the calendar year for which
the Form 709 was filed, and whether or
not a Form 709 otherwise would be re-
quired to be filed for that year). The
termination statement must identify
the trust (if applicable), describe the
prior election out that is being termi-
nated, specifically provide that the
prior election out is being terminated,
and either describe the extent to which
the prior election out is being termi-
nated or describe any current-year
transfers to which the election out is
not to apply. Consequently, the auto-
matic allocation rules contained in
section 2632(c)(1) will apply to any cur-
rent-year transfer described on the ter-
mination statement and, except as oth-
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erwise provided in this paragraph, to
all future transfers that otherwise
would have been covered by the elec-
tion out. The termination of an elec-
tion out does not affect any transfer,
or any election out, that is not de-
scribed in the termination statement.
The termination of an election out will
not revoke the election out for any
prior-year transfer, except for a prior-
year transfer subject to section 2642(f)
for which the election out is revoked
on a timely filed Form 709 for the cal-
endar year in which the ETIP closes or
for any prior calendar year. The termi-
nation of an election out does not pre-
clude the transferor from making an-
other election out in the same or any
subsequent year.

(38) Election to treat trust as a GST
trust—(@{1) In general. A transferor may
elect to treat any trust as a GST trust
(GST trust election), without regard to
whether the trust is subject to section
2642(f), with respect to—

(A) Any current-year transfer (or any
or all current-year transfers) by the
electing transferor to the trust;

(B) Any selected future transfers by
the electing transferor to the trust;

(C) All future transfers by the elect-
ing transferor to the trust; or

(D) Any combination of paragraphs
(b)(3)(1)(A) through (C) of this section.

(ii) Time and manner of making GST
trust election. Except as otherwise pro-
vided in forms or other guidance pub-
lished by the Internal Revenue Service,
a GST trust election is made as de-
scribed in this paragraph (b)(3)(ii). To
make a GST trust election, the trans-
feror must attach a statement (GST
trust election statement) to a Form 709
filed on or before the due date for time-
ly filing (within the meaning of para-
graph (b)(1)(ii) of this section) of the
Form 709 for the calendar year in
which the first transfer to be covered
by the GST trust election is made
(whether or not any transfer was made
in the calendar year for which the
Form 709 was filed, and whether or not
a Form 709 otherwise would be required
to be filed for that year). The GST
trust election statement must identify
the trust, specifically describe or oth-
erwise clearly identify the transfers to
be covered by the election, and specifi-
cally provide that the transferor is
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electing to have the trust treated as a
GST trust with respect to the covered
transfers.

(iii) Effect of GST trust election. Ex-
cept as otherwise provided in this para-
graph, a GST trust election will cause
all transfers made by the electing
transferor to the trust that are subject
to the election to be deemed to be
made to a GST trust as defined in sec-
tion 2632(c)(3)(B). Thus, the electing
transferor’s unused GST exemption
may be allocated automatically to
such transfers in accordance with para-
graph (b)(2) of this section. A trans-
feror may prevent the automatic allo-
cation of GST exemption to future
transfers to the trust either by termi-
nating the GST trust election in ac-
cordance with paragraph (b)(3)(iv) of
this section (in the case of trusts that
would not otherwise be treated as GST
trusts) or by electing out of the auto-
matic allocation of GST exemption in
accordance with paragraph (b)(2) of
this section.

(iv) Termination of GST trust election.
Except as otherwise provided in forms
or other guidance published by the
Service, a GST trust election may be
terminated as described in this para-
graph (b)(3)(iv). A transferor may ter-
minate a GST trust election made on a
Form 709 for a prior year, to the extent
that election applied to future trans-
fers or to a transfer subject to section
2642(f). To terminate a GST trust elec-
tion, the transferor must attach a
statement (termination statement) to
a Form 709 filed on or before the due
date for timely filing (within the
meaning of paragraph (b)(1)(ii) of this
section) a Form 709 for the calendar
year: in which is made the electing
transferor’s first transfer to which the
GST trust election is not to apply; or
that is the first calendar year for
which the GST trust election is not to
apply, even if no transfer is made to
the trust during that year. The termi-
nation statement must identify the
trust, describe the current-year trans-
fer (if any), and provide that the prior
GST trust election is terminated. Ac-
cordingly, if the trust otherwise does
not satisfy the definition of a GST
trust, the automatic allocation rules
contained in section 2632(c)(1) will not
apply to the described current-year
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transfer or to any future transfers
made by the transferor to the trust,
unless and until another election under
this paragraph (b)(3) is made.

(4) Allocation to other transfers—(i) In
general. An allocation of GST exemp-
tion to property transferred during the
transferor’s lifetime, other than in a
direct skip, is made on Form 709. The
allocation must clearly identify the
trust to which the allocation is being
made, the amount of GST exemption
allocated to it, and if the allocation is
late or if an inclusion ratio greater
than zero is claimed, the value of the
trust assets at the effective date of the
allocation. See paragraph (b)(4)(ii) of
this section. The allocation should also
state the inclusion ratio of the trust
after the allocation. Except as other-
wise provided in this paragraph, an al-
location of GST exemption may be
made by a formula; e.g., the allocation
may be expressed in terms of the
amount necessary to produce an inclu-
sion ratio of zero. However, formula al-
locations made with respect to chari-
table lead annuity trusts are not valid
except to the extent they are depend-
ent on values as finally determined for
Federal estate or gift tax purposes.
With respect to a timely allocation, an
allocation of GST exemption becomes
irrevocable after the due date of the re-
turn. Except as provided in §26.2642-3
(relating to charitable lead annuity
trusts), an allocation of GST exemp-
tion to a trust is void to the extent the
amount allocated exceeds the amount
necessary to obtain an inclusion ratio
of zero with respect to the trust. See
§26.2642-1 for the definition of inclusion
ratio. An allocation is also void if the
allocation is made with respect to a
trust that has no GST potential with
respect to the transferor making the
allocation, at the time of the alloca-
tion. For this purpose, a trust has GST
potential even if the possibility of a
GST is so remote as to be negligible.

(ii) Effective date of allocation—(A) In
general. (1) Except as otherwise pro-
vided, an allocation of GST exemption
is effective as of the date of any trans-
fer as to which the Form 709 on which
it is made is a timely filed return (a
timely allocation). If more than one
timely allocation is made, the earlier
allocation is modified only if the later
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allocation clearly identifies the trans-
fer and the nature and extent of the
modification. Except as provided in
paragraph (d)(1) of this section, an allo-
cation to a trust made on a Form 709
filed after the due date for reporting a
transfer to the trust (a late allocation)
is effective on the date the Form 709 is
filed and is deemed to precede in point
of time any taxable event occurring on
such date. For purposes of this para-
graph (b)(4)(ii), the Form 709 is deemed
filed on the date it is postmarked to
the Internal Revenue Service address
as directed in forms or other guidance
published by the Service. See §26.2642—
2 regarding the effect of a late alloca-
tion in determining the inclusion ratio,
etc. See paragraph (c)(1) of this section
regarding allocation of GST exemption
to property subject to an estate tax in-
clusion period. If it is unclear whether
an allocation of GST exemption on a
Form 709 is a late or a timely alloca-
tion to a trust, the allocation is effec-
tive in the following order—

(1) To any transfer to the trust dis-
closed on the return as to which the re-
turn is a timely return;

(i7) As a late allocation; and

(7i1) To any transfer to the trust not
disclosed on the return as to which the
return would be a timely return.

(2) A late allocation to a trust may
be made on a Form 709 that is timely
filed with respect to another transfer.
A late allocation is irrevocable when
made.

(B) Amount of allocation. If other
transfers exist with respect to which
GST exemption could be allocated
under paragraphs (b)(4)(ii)(A)(1) (ii) and
(iii), any GST exemption allocated
under paragraph (b)(4)(ii)(A)(I)(E) of
this section is allocated in an amount
equal to the value of the transferred
property as reported on the Form 709.
Thus, if the GST exemption allocated
on the Form 709 exceeds the value of
the transfers reported on that return
that have generation-skipping poten-
tial, the initial allocation under para-
graph (b)(4)(i1)(A)(1)(i) of this section is
in the amount of the value of those
transfers as reported on that return.
Any remaining amount of GST exemp-
tion allocated on that return is then
allocated pursuant to paragraphs
(b)(4)(A1)(A)(I) (ii) and (iii) of this sec-
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tion, notwithstanding any subsequent
upward adjustment in value of the
transfers reported on the return.

(iii) Examples. The following exam-
ples illustrate the provisions of this
paragraph (b):

Example 1. Modification of allocation of GST
exemption. On December 1, 2003, T transfers
$100,000 to an irrevocable GST trust de-
scribed in section 2632(c)(3)(B). The transfer
to the trust is not a direct skip. The date
prescribed for filing the gift tax return re-
porting the taxable gift is April 15, 2004. On
February 10, 2004, T files a Form 709 on which
T properly elects out of the automatic allo-
cation rules contained in section 2632(c)(1)
with respect to the transfer in accordance
with paragraph (b)(2)(iii) of this section, and
allocates $50,000 of GST exemption to the
trust. On April 13th of the same year, T files
an additional Form 709 on which T confirms
the election out of the automatic allocation
rules contained in section 2632(c)(1) and allo-
cates $100,000 of GST exemption to the trust
in a manner that clearly indicates the inten-
tion to modify and supersede the prior allo-
cation with respect to the 2003 transfer. The
allocation made on the April 13 return super-
sedes the prior allocation because it is made
on a timely-filed Form 709 that clearly iden-
tifies the trust and the nature and extent of
the modification of GST exemption alloca-
tion. The allocation of $100,000 of GST ex-
emption to the trust is effective as of Decem-
ber 1, 2003. The result would be the same if
the amended Form 709 decreased the amount
of the GST exemption allocated to the trust.

Example 2. Modification of allocation of GST
eremption. The facts are the same as in Exam-
ple 1 except, on July 8, 2004, T files a Form
709 attempting to reduce the earlier alloca-
tion. The return filed on July 8, 2004, is not
a timely filed return. The $100,000 GST ex-
emption allocated to the trust, as amended
on April 13, 2004, remains in effect because an
allocation, once made, is irrevocable and
may not be modified after the last date on
which a timely filed Form 709 may be filed.

Example 3. Effective date of late allocation of
GST exemption. On November 15, 2003, T
transfers $100,000 to an irrevocable GST trust
described in section 2632(c)(3)(B). The trans-
fer to the trust is not a direct skip. The date
prescribed for filing the gift tax return re-
porting the taxable gift is April 15, 2004. On
February 10, 2004, T files a Form 709 on which
T properly elects out of the automatic allo-
cation rules contained in section 2632(c)(1) in
accordance with paragraph (b)(2)(iii) of this
section with respect to that transfer. On De-
cember 1, 2004, T files a Form 709 and allo-
cates $50,000 to the trust. The allocation is
effective as of December 1, 2004.
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Example 4. Effective date of late allocation of
GST exemption. T transfers $100,000 to an ir-
revocable GST trust on December 1, 2003, in
a transfer that is not a direct skip. On April
15, 2004, T files a Form 709 on which T prop-
erly elects out of the automatic allocation
rules contained in section 2632(c)(1) with re-
spect to the entire transfer in accordance
with paragraph (b)(2)(iii) of this section and
T does not make an allocation of any GST
exemption on the Form 709. On September 1,
2004, the trustee makes a taxable distribu-
tion from the trust to T’s grandchild in the
amount of $30,000. Immediately prior to the
distribution, the value of the trust assets
was $150,000. On the same date, T allocates
GST exemption to the trust in the amount of
$50,000. The allocation of GST exemption on
the date of the transfer is treated as pre-
ceding in point of time the taxable distribu-
tion. At the time of the GST, the trust has
an inclusion ratio of .6667 (1—(50,000/150,000)).

Example 5. Automatic allocation to split-gift.
On December 1, 2003, T transfers $50,000 to an
irrevocable GST Trust described in section
2632(c)(3)(B). The transfer to the trust is not
a direct skip. On April 30, 2004, T and T’s
spouse, S, each files an initial gift tax return
for 2003, on which they consent, pursuant to
section 2513, to have the gift treated as if
one-half had been made by each. In spite of
being made on a late-filed gift tax return for
2003, the election under section 2513 is valid
because neither spouse had filed a timely
gift tax return for that year. Previously, nei-
ther T nor S filed a timely gift tax return
electing out of the automatic allocation
rules contained in section 2632(c)(1). As a re-
sult of the election under section 2513, which
is retroactive to the date of T’s transfer, T
and S are each treated as the transferor of
one-half of the property transferred in the
indirect skip. Thus, $25,000 of T’s unused GST
exemption and $25,000 of S’s unused GST ex-
emption is automatically allocated to the
trust. Both allocations are effective on and
after the date that T made the transfer. The
result would be the same if T’s transfer con-
stituted a direct skip subject to the auto-
matic allocation rules contained in section
2632(b).

Example 6. Partial allocation of GST exemp-
tion. On December 1, 2003, T transfers $100,000
to an irrevocable GST trust described in sec-
tion 2632(c)(3)(B). The transfer to the trust is
not a direct skip. The date prescribed for fil-
ing the gift tax return reporting the taxable
gift is April 15, 2004. On February 10, 2004, T
files a Form 709 on which T allocates $40,000
of GST exemption to the trust. By filing a
timely Form 709 on which a partial alloca-
tion is made of $40,000, T effectively elected
out of the automatic allocation rules for the
remaining value of the transfer for which T
did not allocate GST exemption.
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(iv) Example. The following example
illustrates language that may be used
in the statement required under para-
graph (b)(2)(iii) of this section to elect
out of the automatic allocation rules
under various scenarios:

Example 1. On March 1, 2006, T transfers
$100,000 to Trust B, a GST trust described in
section 2632(c)(3)(B). Subsequently, on Sep-
tember 15, 2006, T transfers an additional
$75,000 to Trust B. No other transfers are
made to Trust B in 2006. T attaches an elec-
tion out statement to a timely filed Form
709 for calendar year 2006. Except with regard
to paragraph (v) of this Example 1, the elec-
tion out statement identifies Trust B as re-
quired under paragraph (b)(2)(iii)(B) of this
section, and contains the following alter-
native election statements:

(i) “T hereby elects that the automatic al-
location rules will not apply to the $100,000
transferred to Trust B on March 1, 2006.”” The
election out of the automatic allocation
rules will be effective only for T’s March 1,
2006, transfer and will not apply to T’s $75,000
transfer made on September 15, 2006.

(ii) “Thereby elects that the automatic al-
location rules will not apply to any transfers
to Trust B in 2006.”” The election out of the
automatic allocation rules will be effective
for T’s transfers to Trust B made on March
1, 2006, and September 15, 2006.

(iii) “T hereby elects that the automatic
allocation rules will not apply to any trans-
fers to Trust B made by T in 2006 or to any
additional transfers T may make to Trust B
in subsequent years.”” The election out of the
automatic allocation rules will be effective
for T’s transfers to Trust B in 2006 and for all
future transfers to be made by T to Trust B,
unless and until T terminates the election
out of the automatic allocation rules.

(iv) “T hereby elects that the automatic
allocation rules will not apply to any trans-
fers T has made or will make to Trust B in
the years 2006 through 2008.”” The election
out of the automatic allocation rules will be
effective for T’s transfers to Trust B in 2006
through 2008. T’s transfers to Trust B after
2008 will be subject to the automatic alloca-
tion rules, unless T elects out of those rules
for one or more years after 2008. T may ter-
minate the election out of the automatic al-
location rules for 2007, 2008, or both in ac-
cordance with the termination rules of para-
graph (b)(2)(iii)(E) of this section. T may ter-
minate the election out for one or more of
the transfers made in 2006 only on a later but
still timely filed Form 709 for calendar year
2006.

(v) “T hereby elects that the automatic al-
location rules will not apply to any current
or future transfer that T may make to any
trust.”” The election out of the automatic al-
location rules will be effective for all of T's
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transfers (current-year and future) to Trust
B and to any and all other trusts (whether
such trusts exist in 2006 or are created in a
later year), unless and until T terminates
the election out of the automatic allocation
rules. T may terminate the election out with
regard to one or more (or all) of the transfers
covered by the election out in accordance
with the termination rules of paragraph
(b)(2)(ii1)(E) of this section.

(c) Special rules during an estate tax in-
clusion period—(1) In general—(i) Auto-
matic allocations with respect to direct
skips and indirect skips. A direct skip or
an indirect skip that is subject to an
estate tax inclusion period (ETIP) is
deemed to have been made only at the
close of the ETIP. The transferor may
prevent the automatic allocation of
GST exemption to a direct skip or an
indirect skip by electing out of the
automatic allocation rules at any time
prior to the due date of the Form 709
for the calendar year in which the close
of the ETIP occurs (whether or not any
transfer was made in the calendar year
for which the Form 709 was filed, and
whether or not a Form 709 otherwise
would be required to be filed for that
year). See paragraph (b)(2)(i) of this
section regarding the automatic allo-
cation of GST exemption to an indirect
skip subject to an ETIP.

(i1) Other allocations. An affirmative
allocation of GST exemption cannot be
revoked, but becomes effective as of
(and no earlier than) the date of the
close of the ETIP with respect to the
trust. If an allocation has not been
made prior to the close of the ETIP, an
allocation of exemption is effective as
of the close of the ETIP during the
transferor’s lifetime if made by the due
date for filing the Form 709 for the cal-
endar year in which the close of the
ETIP occurs (timely ETIP return). An
allocation of exemption is effective in
the case of the close of the ETIP by
reason of the death of the transferor as
provided in paragraph (d) of this sec-
tion.

(iii) Portion of trust subject to ETIP. If
any part of a trust is subject to an
ETIP, the entire trust is subject to the
ETIP. See §26.2642-1(b)(2) for rules de-
termining the inclusion ratio applica-
ble in the case of GSTs during an ETIP.

(2) Estate tax inclusion period defined—
(i) In general. An ETIP is the period
during which, should death occur, the
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value of transferred property would be
includible (other than by reason of sec-
tion 2035) in the gross estate of—

(A) The transferor; or

(B) The spouse of the transferor.

(ii) Ezxceptions—(A) For purposes of
paragraph (c)(2) of this section, the
value of transferred property is not
considered as being subject to inclusion
in the gross estate of the transferor or
the spouse of the transferor if the pos-
sibility that the property will be in-
cluded is so remote as to be negligible.
A possibility is so remote as to be neg-
ligible if it can be ascertained by actu-
arial standards that there is less than a
5 percent probability that the property
will be included in the gross estate.

(B) For purposes of paragraph (c)(2)
of this section, the value of transferred
property is not considered as being sub-
ject to inclusion in the gross estate of
the spouse of the transferor, if the
spouse possesses with respect to any
transfer to the trust, a right to with-
draw no more than the greater of $5,000
or 5 percent of the trust corpus, and
such withdrawal right terminates no
later than 60 days after the transfer to
the trust.

(C) The rules of this paragraph (c)(2)
do not apply to qualified terminable in-
terest property with respect to which
the special election under §26.2652-2
has been made.

(8) Termination of an ETIP. An ETIP
terminates on the first to occur of—

(i) The death of the transferor;

(ii) The time at which no portion of
the property is includible in the trans-
feror’s gross estate (other than by rea-
son of section 2035) or, in the case of an
individual who is a transferor solely by
reason of an election under section
2513, the time at which no portion
would be includible in the gross estate
of the individual’s spouse (other than
by reason of section 2035);

(iii) The time of a GST, but only with
respect to the property involved in the
GST; or

(iv) In the case of an ETIP arising by
reason of an interest or power held by
the transferor’s spouse under sub-
section (¢)(2)(1)(B) of this section, at
the first to occur of—

(A) The death of the spouse; or

(B) The time at which no portion of
the property would be includible in the
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spouse’s gross estate (other than by
reason of section 2035).

(4) Treatment of direct skips. If prop-
erty transferred to a skip person is sub-
ject to an ETIP, the direct skip is
treated as occurring on the termi-
nation of the ETIP.

(5) Examples. The following examples
illustrate the rules of this section as
they apply to the termination of an
ETIP during the lifetime of the trans-
feror. In each example assume that T
transfers $100,000 to an irrevocable
trust:

Example 1. Allocation of GST exemption dur-
ing ETIP. The trust instrument provides that
trust income is to be paid to T for 9 years or
until T°s prior death. The trust principal is
to be paid to T’s grandchild on the termi-
nation of T’s income interest. If T dies with-
in the 9-year period, the value of the trust
principal is includible in T’s gross estate
under section 2036(a). Thus, the trust is sub-
ject to an ETIP. T files a timely Form 709 re-
porting the transfer and allocating $100,000 of
GST exemption to the trust. The allocation
of GST exemption to the trust is not effec-
tive until the termination of the ETIP.

Example 2. Effect of prior allocation on termi-
nation of ETIP. The facts are the same as in
Example 1, except the trustee has the power
to invade trust principal on behalf of T’s
grandchild, GC, during the term of T’s in-
come interest. In year 4, when the value of
the trust is $200,000, the trustee distributes
$15,000 to GC. The distribution is a taxable
distribution. The ETIP with respect to the
property distributed to GC terminates at the
time of the taxable distribution. See para-
graph (c)(3)(iii) of this section. Solely for
purposes of determining the trust’s inclusion
ratio with respect to the taxable distribu-
tion, the prior $100,000 allocation of GST ex-
emption (as well as any additional allocation
made on a timely ETIP return) is effective
immediately prior to the taxable distribu-
tion. See §26.2642-1(b)(2). The trust’s inclu-
sion ratio with respect to the taxable dis-
tribution is therefore .50 (1—(100,000/200,000)).

Example 3. Split-gift transfers subject to
ETIP. The trust instrument provides that
trust income is to be paid to T for 9 years or
until T’s prior death. The trust principal is
to be paid to T’s grandchild on the termi-
nation of T’s income interest. T files a time-
ly Form 709 reporting the transfer. T’s
spouse, S, consents to have the gift treated
as made one-half by S under section 2513. Be-
cause S is treated as transferring one-half of
the property to T's grandchild, S becomes
the transferor of one-half of the trust for
purposes of chapter 13. Because the value of
the trust would be includible in T’s gross es-
tate if T died immediately after the transfer,
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S’s transfer is subject to an ETIP. If S
should die prior to the termination of the
trust, S’s executor may allocate S’s GST ex-
emption to the trust, but only to the portion
of the trust for which S is treated as the
transferor. However, the allocation does not
become effective until the earlier of the expi-
ration of T’s income interest or T’s death.

Example 4. Transfer of retained interest as
ETIP termination. The trust instrument pro-
vides that trust income is to be paid to T for
9 years or until T’s prior death. The trust
principal is to be paid to T’s grandchild on
the termination of T’s income interest. Four
years after the initial transfer, T transfers
the income interest to T’s sibling. The ETIP
with respect to the trust terminates on T’s
transfer of the income interest because, after
the transfer, the trust property would not be
includible in T’s gross estate (other than by
reason of section 2035) if T died at that time.

Example 5. Election out of automatic alloca-
tion of GST exemption for trust subject to an
ETIP. On December 1, 2003, T transfers
$100,000 to Trust A, an irrevocable GST trust
described in section 2632(c)(3) that is subject
to an estate tax inclusion period (ETIP). T
made no other gifts in 2003. The ETIP termi-
nates on December 31, 2008. T timely files a
gift tax return (Form 709) reporting the gift
on April 15, 2004. On May 15, 2006, T files a
Form 709 on which T properly elects out of
the automatic allocation rules contained in
section 2632(c)(1) with respect to the Decem-
ber 1, 2003, transfer to Trust A in accordance
with paragraph (b)(2)(iii) of this section. Be-
cause the indirect skip is not deemed to
occur until December 31, 2008, T’s election
out of automatic GST allocation filed on
May 15, 2006, is timely, and will be effective
as of December 31, 2008 (unless revoked on a
Form 709 filed on or before the due date of a
Form 709 for calendar year 2008).

(d) Allocations after the transferor’s
death—(1) Allocation by executor. Except
as otherwise provided in this paragraph
(d), an allocation of a decedent’s un-
used GST exemption by the executor of
the decedent’s estate is made on the
appropriate United States Estate (and
Generation-Skipping Transfer) Tax Re-
turn (Form 706 or Form 706NA) filed on
or before the date prescribed for filing
the return by section 6075(a) (including
any extensions actually granted (the
due date)). An allocation of GST ex-
emption with respect to property in-
cluded in the gross estate of a decedent
is effective as of the date of death. A
timely allocation of GST exemption by
an executor with respect to a lifetime
transfer of property that is not in-
cluded in the transferor’s gross estate
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is made on a Form 709. A late alloca-
tion of GST exemption by an executor,
other than an allocation that is
deemed to be made under section
2632(b)(1) or (c)(1), with respect to a
lifetime transfer of property is made
on Form 706, Form 706NA, or Form 709
(filed on or before the due date of the
transferor’s estate tax return) and ap-
plies as of the date the allocation is
filed. An allocation of GST exemption
to a trust (whether or not funded at the
time the Form 706 or Form 706NA is
filed) is effective if the notice of alloca-
tion clearly identifies the trust and the
amount of the decedent’s GST exemp-
tion allocated to the trust. An executor
may allocate the decedent’s GST ex-
emption by use of a formula. For pur-
poses of this section, an allocation is
void if the allocation is made for a
trust that has no GST potential with
respect to the transferor for whom the
allocation is being made, as of the date
of the transferor’s death. For this pur-
pose, a trust has GST potential even if
the possibility of a GST is so remote as
to be negligible.

(2) Automatic allocation after death. A
decedent’s unused GST exemption is
automatically allocated on the due
date for filing Form 706 or Form 7T06NA
to the extent not otherwise allocated
by the decedent’s executor on or before
that date. The automatic allocation oc-
curs whether or not a return is actu-
ally required to be filed. Unused GST
exemption is allocated pro rata (sub-
ject to the rules of §26.2642-2(b)), on the
basis of the value of the property as fi-
nally determined for purposes of chap-
ter 11 (chapter 11 value), first to direct
skips treated as occurring at the trans-
feror’s death. The balance, if any, of
unused GST exemption is allocated pro
rata (subject to the rules of §26.2642—
2(b)) on the basis of the chapter 11
value of the nonexempt portion of the
trust property (or in the case of trusts
that are not included in the gross es-
tate, on the basis of the date of death
value of the trust) to trusts with re-
spect to which a taxable termination
may occur or from which a taxable dis-
tribution may be made. The automatic
allocation of GST exemption is irrev-
ocable, and an allocation made by the
executor after the automatic alloca-
tion is made is ineffective. No auto-
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matic allocation of GST exemption is
made to a trust that will have a new
transferor with respect to the entire
trust prior to the occurrence of any
GST with respect to the trust. In addi-
tion, no automatic allocation of GST
exemption is made to a trust if, during
the nine month period ending imme-
diately after the death of the trans-
feror—

(i) No GST has occurred with respect
to the trust; and

(ii) At the end of such period no fu-
ture GST can occur with respect to the
trust.

(e) Effective dates. This section is ap-
plicable as provided in §26.2601-1(c),
with the following exceptions:

(1) Paragraphs (b)(2) and (b)(3), the
third sentence of paragraph (b)4)@),
the fourth sentence of paragraph
(b)(4)(i1)(A)(1), paragraphs (b)(4)(iii) and
(b)(4)(iv), and the fourth sentence of
paragraph (d)(1) of this section, which
will apply to elections made on or after
July 13, 2004; and

(2) Paragraph (c)(1), and Example 5 of
paragraph (c)(b), which will apply to
elections made on or after June 29,
2005.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996, as amended by T.D. 9208,
70 FR 37260, June 29, 2005]

§26.2641-1 Applicable rate of tax.

The rate of tax applicable to any
GST (applicable rate) is determined by
multiplying the maximum Federal es-
tate tax rate in effect at the time of
the GST by the inclusion ratio (as de-
fined in §26.2642-1). For this purpose,
the maximum Federal estate tax rate
is the maximum rate set forth under
section 2001(c) (without regard to sec-
tion 2001(c)(2)).

§26.2642-1 Inclusion ratio.

(a) In general. Except as otherwise
provided in this section, the inclusion
ratio is determined by subtracting the
applicable fraction (rounded to the
nearest one-thousandth (.001)) from 1.
In rounding the applicable fraction to
the nearest one-thousandth, any
amount that is midway between one
one-thousandth and another one-thou-
sandth is rounded up to the higher of
those two amounts.
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(b) Numerator of applicable fraction—
(1) In general. Except as otherwise pro-
vided in this paragraph (b), and in
§§26.2642-3 (providing a special rule for
charitable lead annuity trusts) and
26.2642-4 (providing rules for the rede-
termination of the applicable fraction),
the numerator of the applicable frac-
tion is the amount of GST exemption
allocated to the trust (or to the trans-
ferred property in the case of a direct
skip not in trust).

(2) GSTs occurring during an ETIP—(i)
In general. For purposes of determining
the inclusion ratio with respect to a
taxable termination or a taxable dis-
tribution that occurs during an ETIP,
the numerator of the applicable frac-
tion is the sum of—

(A) The GST exemption previously
allocated to the trust (including any
allocation made to the trust prior to
any taxable termination or distribu-
tion) reduced (but not below zero) by
the nontax amount of any prior GSTs
with respect to the trust; and

(B) Any GST exemption allocated to
the trust on a timely ETIP return filed
after the termination of the ETIP. See
§26.2632-1(c)(b) Example 2.

(ii) Nontax amount of a prior GST. (1)
The nontax amount of a prior GST
with respect to the trust is the amount
of the GST multiplied by the applica-
ble fraction attributable to the trust at
the time of the prior GST.

(2) For rules regarding the allocation
of GST exemption to property during
an ETIP, see §26.2632-1(c).

(¢c) Denominator of applicable fraction—
(1) In general. Except as otherwise pro-
vided in this paragraph (¢) and in
§§26.2642-3 and 26.2642-4, the denomi-
nator of the applicable fraction is the
value of the property transferred to the
trust (or transferred in a direct skip
not in trust) (as determined under
§26.2642-2) reduced by the sum of—

(i) Any Federal estate tax and any
State death tax incurred by reason of
the transfer that is chargeable to the
trust and is actually recovered from
the trust;

(ii) The amount of any charitable de-
duction allowed under section 2055,
2106, or 2522 with respect to the trans-
fer; and

(iii) In the case of a direct skip, the
value of the portion of the transfer

§26.2642-1

that is a nontaxable gift. See para-
graph (c)(3) of this section for the defi-
nition of nontaxable gift.

(2) Zero denominator. If the denomi-
nator of the applicable fraction is zero,
the inclusion ratio is zero.

(3) Nontaxable gifts. Generally, for
purposes of chapter 13, a transfer is a
nontaxable gift to the extent the trans-
fer is excluded from taxable gifts by
reason of section 2503(b) (after applica-
tion of section 2513) or section 2503(e).
However, a transfer to a trust for the
benefit of an individual is not a non-
taxable gift for purposes of this section
unless—

(i) Trust principal or income may,
during the individual’s lifetime, be dis-
tributed only to or for the benefit of
the individual; and

(ii) The assets of the trust will be in-
cludible in the gross estate of the indi-
vidual if the individual dies before the
trust terminates.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion. See §26.26562-2(d) Eramples 2 and 3
for illustrations of the computation of
the inclusion ratio where the special
(reverse QTIP) election may be applica-
ble.

Example 1. Computation of the inclusion
ratio. T transfers $100,000 to a newly-created
irrevocable trust providing that income is to
be accumulated for 10 years. At the end of 10
years, the accumulated income is to be dis-
tributed to T’s child, C, and the trust prin-
cipal is to be paid to T’s grandchild. T allo-
cates $40,000 of T’s GST exemption to the
trust on a timely-filed gift tax return. The
applicable fraction with respect to the trust
is .40 ($40,000 (the amount of GST exemption
allocated to the trust) over $100,000 (the
value of the property transferred to the
trust)). The inclusion ratio is .60 (1 — .40). If
the maximum Federal estate tax rate is 55
percent at the time of a GST, the rate of tax
applicable to the transfer (applicable rate)
will be .333 (b5 percent (the maximum estate
tax rate) x .60 (the inclusion ratio)).

Example 2. Gift entirely nontaxable. On De-
cember 1, 1996, T transfers $10,000 to an irrev-
ocable trust for the benefit of T°s grandchild,
GC. GC possesses a right to withdraw any
contributions to the trust such that the en-
tire transfer qualifies for the annual exclu-
sion under section 2503(b). Under the terms
of the trust, the income is to be paid to GC
for 10 years or until GC’s prior death. Upon
the expiration of GC’s income interest, the
trust principal is payable to GC or GC’s es-
tate. The transfer to the trust is a direct
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skip. T made no prior gifts to or for the ben-
efit of GC during 1996. The entire $10,000
transfer is a nontaxable transfer. For pur-
poses of computing the tax on the direct
skip, the denominator of the applicable frac-
tion is zero, and thus, the inclusion ratio is
Zero.

Example 3. Gift nontaxable in part. T trans-
fers $12,000 to an irrevocable trust for the
benefit of T’s grandchild, GC. Under the
terms of the trust, the income is to be paid
to GC for 10 years or until GC’s prior death.
Upon the expiration of GC’s income interest,
the trust principal is payable to GC or GC’s
estate. Further, GC has the right to with-
draw $10,000 of any contribution to the trust
such that $10,000 of the transfer qualifies for
the annual exclusion under section 2503(b).
The amount of the nontaxable transfer is
$10,000. Solely for purposes of computing the
tax on the direct skip, T’s transfer is divided
into two portions. One portion is equal to the
amount of the nontaxable transfer ($10,000)
and has a zero inclusion ratio; the other por-
tion is $2,000 ($12,000 — $10,000). With respect
to the $2,000 portion, the denominator of the
applicable fraction is $2,000. Assuming that T
has sufficient GST exemption available, the
numerator of the applicable fraction is $2,000
(unless T elects to have the automatic allo-
cation provisions not apply). Thus, assuming
T does not elect to have the automatic allo-
cation not apply, the applicable fraction is
one ($2,000/$2,000 = 1) and the inclusion ratio
iszero (1 — 1=0).

Example 4. Gift nontaxable in part. Assume
the same facts as in Example 3, except T files
a timely Form 709 electing that the auto-
matic allocation of GST exemption not
apply to the $12,000 transferred in the direct
skip. T’s transfer is divided into two por-
tions, a $10,000 portion with a zero inclusion
ratio and a $2,000 portion with an applicable
fraction of zero (0/$2,000 = 0) and an inclusion
ratioof one 1 — 0=1).

§26.2642-2 Valuation.

(a) Lifetime transfers—(1) In general.
For purposes of determining the de-
nominator of the applicable fraction,
the value of property transferred dur-
ing life is its fair market value on the
effective date of the allocation of GST
exemption. In the case of a timely allo-
cation under §26.2632-1(b)(2)(ii), the de-
nominator of the applicable fraction is
the fair market value of the property
as finally determined for purposes of
chapter 12.

(2) Special rule for late allocations dur-
ing life. If a transferor makes a late al-
location of GST exemption to a trust,
the value of the property transferred to
the trust is the fair market value of
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the trust assets determined on the ef-
fective date of the allocation of GST
exemption. Except as otherwise pro-
vided in this paragraph (a)(2), if a
transferor makes a late allocation of
GST exemption to a trust, the trans-
feror may, solely for purposes of deter-
mining the fair market value of the
trust assets, elect to treat the alloca-
tion as having been made on the first
day of the month during which the late
allocation is made (valuation date). An
election under this paragraph (a)(2) is
not effective with respect to a life in-
surance policy or a trust holding a life
insurance policy, if the insured indi-
vidual has died. An allocation subject
to the election contained in this para-
graph (a)(2) is not effective until it is
actually filed with the Internal Rev-
enue Service. The election is made by
stating on the Form 709 on which the
allocation is made—

(i) That the election is being made;

(ii) The applicable valuation date;
and

(iii) The fair market value of the
trust assets on the valuation date.

(b) Transfers at death—(1) In general.
Except as provided in paragraphs (b) (2)
and (3) of this section, in determining
the denominator of the applicable frac-
tion, the value of property included in
the decedent’s gross estate is its value
for purposes of chapter 11. In the case
of qualified real property with respect
to which the election under section
2032A is made, the value of the prop-
erty is the value determined under sec-
tion 2032A provided the recapture
agreement described in section
2032A(d)(2) filed with the Internal Rev-
enue Service specifically provides for
the signatories’ consent to the imposi-
tion of, and personal liability for, addi-
tional GST tax in the event an addi-
tional estate tax is imposed under sec-
tion 2032A(c). See §26.2642-4(a)(4). If the
recapture agreement does not contain
these provisions, the value of qualified
real property as to which the election
under section 2032A is made is the fair
market value of the property deter-
mined without regard to the provisions
of section 2032A.

(2) Special rule for pecuniary pay-
ments—(i) In general. If a pecuniary
payment is satisfied with cash, the de-
nominator of the applicable fraction is
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the pecuniary amount. If property
other than cash is used to satisfy a pe-
cuniary payment, the denominator of
the applicable fraction is the pecuniary
amount only if payment must be made
with property on the basis of the value
of the property on—

(A) The date of distribution; or

(B) A date other than the date of dis-
tribution, but only if the pecuniary
payment must be satisfied on a basis
that fairly reflects net appreciation
and depreciation (occurring between
the valuation date and the date of dis-
tribution) in all of the assets from
which the distribution could have been
made.

(i1) Other pecuniary amounts payable
in kind. The denominator of the appli-
cable fraction with respect to any prop-
erty used to satisfy any other pecu-
niary payment payable in kind is the
date of distribution value of the prop-
erty.

(3) Special rule for residual transfers
after payment of a pecuniary payment—
(i) In general. Except as otherwise pro-
vided in this paragraph (b)(3), the de-
nominator of the applicable fraction
with respect to a residual transfer of
property after the satisfaction of a pe-
cuniary payment is the estate tax
value of the assets available to satisfy
the pecuniary payment reduced, if the
pecuniary payment carries appropriate
interest (as defined in paragraph (b)(4)
of this section), by the pecuniary
amount. The denominator of the appli-
cable fraction with respect to a resid-
ual transfer of property after the satis-
faction of a pecuniary payment that
does not carry appropriate interest is
the estate tax value of the assets avail-
able to satisfy the pecuniary payment
reduced by the present value of the pe-
cuniary payment. For purposes of this
paragraph (b)(3)(i), the present value of
the pecuniary payment is determined
by using—

(A) The interest rate applicable
under section 7520 at the death of the
transferor; and

(B) The period between the date of
the transferor’s death and the date the
pecuniary amount is paid.

(i1) Special rule for residual transfers
after pecuniary payments payable in
kind. The denominator of the applica-
ble fraction with respect to any resid-
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ual transfer after satisfaction of a pe-
cuniary payment payable in kind is the
date of distribution value of the prop-
erty distributed in satisfaction of the
residual transfer, unless the pecuniary
payment must be satisfied on the basis
of the value of the property on—

(A) The date of distribution; or

(B) A date other than the date of dis-
tribution, but only if the pecuniary
payment must be satisfied on a basis
that fairly reflects net appreciation
and depreciation (occurring between
the valuation date and the date of dis-
tribution) in all of the assets from
which the distribution could have been
made.

(4) Appropriate interest—(i) In general.
For purposes of this section and
§26.2654-1 (relating to certain trusts
treated as separate trusts), appropriate
interest means that interest must be
payable from the date of death of the
transferor (or from the date specified
under applicable State law requiring
the payment of interest) to the date of
payment at a rate—

(A) At least equal to—

(I) The statutory rate of interest, if
any, applicable to pecuniary bequests
under the law of the State whose law
governs the administration of the es-
tate or trust; or

(2) If no such rate is indicated under
applicable State law, 80 percent of the
rate that is applicable under section
7520 at the death of the transferor; and

(B) Not in excess of the greater of—

(I) The statutory rate of interest, if
any, applicable to pecuniary bequests
under the law of the State whose law
governs the administration of the
trust; or

(2) 120 percent of the rate that is ap-
plicable under section 7520 at the death
of the transferor.

(ii) Pecuniary payments deemed to
carry appropriate interest. For purposes
of this paragraph (b)(4), if a pecuniary
payment does not carry appropriate in-
terest, the pecuniary payment is con-
sidered to carry appropriate interest to
the extent—

(A) The entire payment is made or
property is irrevocably set aside to sat-
isfy the entire pecuniary payment
within 15 months of the transferor’s
death; or
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(B) The governing instrument or ap-
plicable local law specifically requires
the executor or trustee to allocate to
the pecuniary payment a pro rata
share of the income earned by the fund
from which the pecuniary payment is
to be made between the date of death
of the transferor and the date of pay-
ment. For purposes of paragraph
(b)(4)(ii)(A) of this section, property is
irrevocably set aside if it is segregated
and held in a separate account pending
distribution.

(c) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. T transfers $100,000 to a newly-cre-
ated irrevocable trust on December 15, 1996. The
trust provides that income is to be paid to
T’s child for 10 years. At the end of the 10-
year period, the trust principal is to be paid
to T’s grandchild. T does not allocate any
GST exemption to the trust on the gift tax
return reporting the transfer. On November
15, 1997, T files a Form 709 allocating $50,000
of GST exemption to the trust. Because the
allocation was made on a late filed return,
the value of the property transferred to the
trust is determined on the date the alloca-
tion is filed (unless an election is made pur-
suant to paragraph (a)(2) of this section to
value the trust property as of the first day of
the month in which the allocation document
is filed with the Internal Revenue Service).
On November 15, 1997, the value of the trust
property is $150,000. Effective as of November
15, 1997, the applicable fraction with respect
to the trust is .333 ($50,000 (the amount of
GST exemption allocated to the trust) over
$150,000 (the value of the trust principal on
the effective date of the GST exemption allo-
cation)), and the inclusion ratio is .667
(1.0—-.333).

Example 2. The facts are the same as in Ex-
ample 1, except the value of the trust prop-
erty is $80,000 on November 15, 1997. The ap-
plicable fraction is .625 ($50,000 over $80,000)
and the inclusion ratio is .375 (1.0 —.625).

Example 3. T transfers $100,000 to a newly-
created irrevocable trust on December 15,
1996. The trust provides that income is to be
paid to T’s child for 10 years. At the end of
the 10-year period, the trust principal is to
be paid to T’s grandchild. T does not allocate
any GST exemption to the trust on the gift
tax return reporting the transfer. On Novem-
ber 15, 1997, T files a Form 709 allocating
$50,000 of GST exemption to the trust. T
elects to value the trust principal on the
first day of the month in which the alloca-
tion is made pursuant to the election pro-
vided in paragraph (a)(2) of this section. Be-
cause the late allocation is made in Novem-
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ber, the value of the trust is determined as of
November 1, 1997.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996]

§26.2642-3 Special rule for charitable
lead annuity trusts.

(a) In general. In determining the ap-
plicable fraction with respect to a
charitable lead annuity trust—

(1) The numerator is the adjusted
generation-skipping transfer tax ex-
emption (adjusted GST exemption);
and

(2) The denominator is the value of
all property in the trust immediately
after the termination of the charitable
lead annuity.

(b) Adjusted GST exemption defined.
The adjusted GST exemption is the
amount of GST exemption allocated to
the trust increased by an amount equal
to the interest that would accrue if an
amount equal to the allocated GST ex-
emption were invested at the rate used
to determine the amount of the estate
or gift tax charitable deduction, com-
pounded annually, for the actual period
of the charitable lead annuity. If a late
allocation is made to a charitable lead
annuity trust, the adjusted GST ex-
emption is the amount of GST exemp-
tion allocated to the trust increased by
the interest that would accrue if in-
vested at such rate for the period be-
ginning on the date of the late alloca-
tion and extending for the balance of
the actual period of the charitable lead
annuity. The amount of GST exemp-
tion allocated to a charitable lead an-
nuity trust is not reduced even though
it is ultimately determined that the al-
location of a lesser amount of GST ex-
emption would have resulted in an in-
clusion ratio of zero. For purposes of
chapter 13, a charitable lead annuity
trust is any trust providing an interest
in the form of a guaranteed annuity de-
scribed in §25.25622(c)-3(c)(2)(vi) of this
chapter for which the transferor is al-
lowed a charitable deduction for Fed-
eral estate or gift tax purposes.

(c) Example. The following example
illustrates the provisions of this sec-
tion:

Example. T creates a charitable lead annu-
ity trust for a 10-year term with the remain-
der payable to T’s grandchild. T timely allo-
cates an amount of GST exemption to the
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trust which T expects will ultimately result
in a zero inclusion ratio. However, at the end
of the charitable lead interest, because the
property has not appreciated to the extent T
anticipated, the numerator of the applicable
fraction is greater than the denominator.
The inclusion ratio for the trust is zero. No
portion of the GST exemption allocated to
the trust is restored to T or to T’s estate.

§26.2642-4 Redetermination of appli-
cable fraction.

(a) In general. The applicable fraction
for a trust is redetermined whenever
additional exemption is allocated to
the trust or when certain changes
occur with respect to the principal of
the trust. Except as otherwise provided
in this paragraph (a), the numerator of
the redetermined applicable fraction is
the sum of the amount of GST exemp-
tion currently being allocated to the
trust (if any) plus the value of the
nontax portion of the trust, and the de-
nominator of the redetermined applica-
ble fraction is the value of the trust
principal immediately after the event
occurs. The nontax portion of a trust is
determined by multiplying the value of
the trust assets, determined imme-
diately prior to the event, by the then
applicable fraction.

(1) Multiple transfers to a single trust.
If property is added to an existing
trust, the denominator of the redeter-
mined applicable fraction is the value
of the trust immediately after the ad-
dition reduced as provided in §26.2642—
1(c).

(2) Consolidation of separate trusts. If
separate trusts created by one trans-
feror are consolidated, a single applica-
ble fraction for the consolidated trust
is determined. The numerator of the
redetermined applicable fraction is the
sum of the nontax portions of each
trust immediately prior to the consoli-
dation.

(38) Property included in transferor’s
gross estate. If the value of property
held in a trust created by the trans-
feror, with respect to which an alloca-
tion was made at a time that the trust
was not subject to an ETIP, is included
in the transferor’s gross estate, the ap-
plicable fraction is redetermined if ad-
ditional GST exemption is allocated to
the property. The numerator of the re-
determined applicable fraction is an
amount equal to the nontax portion of
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the property immediately after the
death of the transferor increased by
the amount of GST exemption allo-
cated by the executor of the trans-
feror’s estate to the trust. If additional
GST exemption is not allocated to the
trust, then, except as provided in this
paragraph (a)(3), the applicable frac-
tion immediately before death is not
changed, if the trust was not subject to
an ETIP at the time GST exemption
was allocated to the trust. In any
event, the denominator of the applica-
ble fraction is reduced to reflect any
federal or state, estate or inheritance
taxes paid from the trust.

(4) Imposition of recapture taxr under
section 2032A—(1) If an additional estate
tax is imposed under section 2032A and
if the section 2032A election was effec-
tive (under §26.2642-2(b)) for purposes of
the GST tax, the applicable fraction
with respect to the property is redeter-
mined as of the date of death of the
transferor. In making the redetermina-
tion, any available GST exemption not
allocated at the death of the transferor
(or at a prior recapture event) is auto-
matically allocated to the property.
The denominator of the applicable
fraction is the fair market value of the
property at the date of the transferor’s
death reduced as provided in §26.2642—
1(c) and further reduced by the amount
of the additional GST tax actually re-
covered from the trust.

(ii) The GST tax imposed with re-
spect to any taxable termination, tax-
able distribution, or direct skip occur-
ring prior to the recapture event is re-
computed based on the applicable frac-
tion as redetermined. Any additional
GST tax as recomputed is due and pay-
able on the date that is six months
after the event that causes the imposi-
tion of the additional estate tax under
section 2032A. The additional GST tax
is remitted with Form 706-A and is re-
ported by attaching a statement to
Form 706-A showing the computation
of the additional GST tax.

(iii) The applicable fraction, as rede-
termined under this section, is also
used in determining any GST tax im-
posed with respect to GSTs occurring
after the date of the recapture event.

(b) Examples. The following examples
illustrate the principles of this section:
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Example 1. Allocation of additional exemp-
tion. T transfers $200,000 to an irrevocable
trust under which the income is payable to
T’s child, C, for life. Upon the termination of
the trust, the remainder is payable to T’s
grandchild, GC. At a time when no ETIP ex-
ists with respect to the trust property, T
makes a timely allocation of $100,000 of GST
exemption, resulting in an inclusion ratio of
.50. Subsequently, when the entire trust
property is valued at $500,000, T allocates an
additional $100,000 of T’s unused GST exemp-
tion to the trust. The inclusion ratio of the
trust is recomputed at that time. The nu-
merator of the applicable fraction is $350,000
($250,000 (the nontax portion as of the date of
the allocation) plus $100,000 (the GST exemp-
tion currently being allocated)). The denomi-
nator is $500,000 (the date of allocation fair
market value of the trust). The inclusion
ratio is .30 (1 — .70).

Example 2. Multiple transfers to a trust, allo-
cation both timely and late. On December 10,
1993, T transfers $10,000 to an irrevocable
trust that does not satisfy the requirements
of section 2642(c)(2). T makes identical trans-
fers to the trust on December 10, 1994, 1995,
1996, and on January 15, 1997. Immediately
after the transfer on January 15, 1997, the
value of the trust principal is $40,000. On Jan-
uary 14, 1998, when the value of the trust
principal is $50,000, T allocates $30,000 of GST
exemption to the trust. T discloses the 1997
transfer on the Form 709 filed on January 14,
1998. Thus, T’s allocation is a timely alloca-
tion with respect to the transfer in 1997,
$10,000 of the allocation is effective as of the
date of that transfer, and, on and after Janu-
ary 15, 1997, the inclusion ratio of the trust
is .75 (1 — ($10,000/$40,000)). The balance of the
allocation is a late allocation with respect to
prior transfers to the trust and is effective as
of January 14, 1998. In redetermining the in-
clusion ratio as of that date, the numerator
of the redetermined applicable fraction is
$32,500 ($12,500 (.25 x $50,000), the nontax por-
tion of the trust on January 14, 1998) plus
$20,000 (the amount of GST exemption allo-
cated late to the trust). The denominator of
the new applicable fraction is $50,000 (the
value of the trust principal at the time of
the late allocation).

Example 3. Excess allocation. (i) T creates an
irrevocable trust for the benefit of T’s child
and grandchild in 1996 transferring $50,000 to
the trust on the date of creation. T allocates
no GST exemption to the trust on the Form
709 reporting the transfer. On July 1, 1997
(when the value of the trust property is
$60,000), T transfers an additional $40,000 to
the trust.

(ii) On April 15, 1998, when the value of the
trust is $150,000, T files a Form 709 reporting
the 1997 transfer and allocating $150,000 of
GST exemption to the trust. The allocation
is a timely allocation of $40,000 with respect
to the 1997 transfer and is effective as of that
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date. Thus, the applicable fraction for the
trust as of July 1, 1997 is .40 ($40,000/$100,000
($40,000 + $60,000)).

(iii) The allocation is also a late allocation
of $90,000, the amount necessary to attain a
zero inclusion ratio on April 15, 1998, com-
puted as follows: $60,000 (the nontax portion
immediately prior to the allocation (.40 x
$150,000)) plus $90,000 (the additional alloca-
tion necessary to produce a zero inclusion
ratio based on a denominator of $150,000)/
$150,000 equals one and, thus, an inclusion
ratio of zero. The balance of the allocation,
$20,000 ($150,000 less the timely allocation of
$40,000 less the late allocation of $90,000) is
void.

Example 4. Undisclosed transfer. (i) The facts
are the same as in Example 3, except that on
February 1, 1998 (when the value of the trust
is $150,000), T transfers an additional $50,000
to the trust and the value of the entire trust
corpus on April 15, 1998 is $220,000. The Form
709 filed on April 15, 1998 does not disclose
the 1998 transfer. Under the rule in §26.2632—
1(b)(2)(ii), the allocation is effective first as
a timely allocation to the 1997 transfer; sec-
ond, as a late allocation to the trust as of
April 15, 1998; and, finally as a timely alloca-
tion to the February 1, 1998 transfer. As of
April 15, 1998, $55,000, a pro rata portion of
the trust assets, is considered to be the prop-
erty transferred to the trust on February 1,
1998 (($50,000/$200,000) x $220,000). The balance
of the trust, $165,000, represents prior trans-
fers to the trust.

(ii) As in EXAMPLE 3, the allocation is a
timely allocation as to the 1997 transfer (and
the applicable fraction as of July 1, 1997 is
.40) and a late allocation as of 1998. The
amount of the late allocation is $99,000, com-
puted as follows: (.40 x $165,000 plus $99,000)/
$165,000 = one.

(iii) The balance of the allocation, $11,000
($150,000 less the timely allocation of $40,000
less the late allocation of $99,000) is a timely
allocation as of February 1, 1998. The appli-
cable fraction with respect to the trust, as of
February 1, 1998, is .355, computed as follows:
$60,000 (the nontax portion of the trust im-
mediately prior to the February 1, 1998
transfer (.40 x $150,000)) plus $11,000 (the
amount of the timely allocation to the 1998
transfer)/$200,000 (the value of the trust on
February 1, 1998, after the transfer on that
date) = $71,000/$200,000 = .355.

(iv) The applicable fraction with respect to
the trust, as of April 15, 1998, is .805 com-
puted as follows: $78,100 (the nontax portion
immediately prior to the allocation (.355 x
$220,000)) plus $99,000 (the amount of the late
allocation)/ $220,000 = $177,100/$220,000 = .805.

Example 5. Redetermination of inclusion ratio
on ETIP termination. (1) T transfers $100,000 to
an irrevocable trust. The trust instrument
provides that trust income is to be paid to T
for 9 years or until T’s prior death. The trust
principal is to be paid to T’s grandchild, GC,
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on the termination of T’s income interest.
The trustee has the power to invade trust
principal for the benefit of GC during the
term of T’s income interest. The trust is sub-
ject to an ETIP while T holds the retained
income interest. T files a timely Form 709 re-
porting the transfer and allocates $100,000 of
GST exemption to the trust. In year 4, when
the value of the trust is $200,000, the trustee
distributes $15,000 to GC. The distribution is
a taxable distribution. Because of the exist-
ence of the ETIP, the inclusion ratio with re-
spect to the taxable distribution is deter-
mined immediately prior to the occurrence
of the GST. Thus, the inclusion ratio appli-
cable to the year 4 GST is .50 (1 — ($100,000/
$200,000)).

(ii) In year 5, when the value of the trust
is again $200,000, the trustee distributes an-
other $15,000 to GC. Because the trust is still
subject to the ETIP in year 5, the inclusion
ratio with respect to the year 5 GST is again
computed immediately prior to the GST. In
computing the new inclusion ratio, the nu-
merator of the applicable fraction is reduced
by the nontax portion of prior GSTs occur-
ring during the ETIP. Thus, the numerator
of the applicable fraction with respect to the
GST in year 5 is $92,500 ($100,000 — (.50 x
$15,000)) and the inclusion ratio applicable
with respect to the GST in year 5 is .537 (1 —
($92,500/$200,000) = .463). Any additional GST
exemption allocated on a timely ETIP return
with respect to the GST in year 5 is effective
immediately prior to the transfer.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996]

§26.2642-5 Finality of inclusion ratio.

(a) Direct skips. The inclusion ratio
applicable to a direct skip becomes
final when no additional GST tax (in-
cluding additional GST tax payable as
a result of a cessation, etc. of qualified
use under section 2032A(c)) may be as-
sessed with respect to the direct skip.

(b) Other GSTs. With respect to tax-
able distributions and taxable termi-
nations, the inclusion ratio for a trust
becomes final, on the later of—

(1) The expiration of the period for
assessment with respect to the first
GST tax return filed using that inclu-
sion ratio (unless the trust is subject
to an election under section 2032A in
which case the applicable date under
this subsection is the expiration of the
period of assessment of any additional
GST tax due as a result of a cessation,
etc. of qualified use under section
2032A); or

(2) The expiration of the period for
assessment of Federal estate tax with
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respect to the estate of the transferor.
For purposes of this paragraph (b)(2), if
an estate tax return is not required to
be filed, the period for assessment is
determined as if a return were required
to be filed and as if the return were
timely filed within the period pre-
scribed by section 6075(a).

[T.D. 8644, 60 FR 66903, Dec. 27, 1995, as
amended at 61 FR 43656, Aug. 26, 1996]

§26.2642-6 Qualified severance.

(a) In general. If a trust is divided in
a qualified severance into two or more
trusts, the separate trusts resulting
from the severance will be treated as
separate trusts for generation-skipping
transfer (GST) tax purposes and the in-
clusion ratio of each new resulting
trust may differ from the inclusion
ratio of the original trust. Because the
post-severance resulting trusts are
treated as separate trusts for GST tax
purposes, certain actions with respect
to one resulting trust will generally
have no GST tax impact with respect
to the other resulting trust(s). For ex-
ample, GST exemption allocated to one
resulting trust will not impact on the
inclusion ratio of the other resulting
trust(s); a GST tax election made with
respect to one resulting trust will not
apply to the other resulting trust(s);
the occurrence of a taxable distribu-
tion or termination with regard to a
particular resulting trust will not have
any GST tax impact on any other trust
resulting from that severance. In gen-
eral, the rules in this section are appli-
cable only for purposes of the GST tax
and are not applicable in determining,
for example, whether the resulting
trusts may file separate income tax re-
turns or whether the severance may re-
sult in a gift subject to gift tax, may
cause any trust to be included in the
gross estate of a beneficiary, or may
result in a realization of gain for pur-
poses of section 1001. See §1.1001-1(h) of
this chapter for rules relating to
whether a qualified severance will con-
stitute an exchange of property for
other property differing materially ei-
ther in kind or in extent.

(b) Qualified severance defined. A
qualified severance is a division of a
trust (other than a division described
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in §26.2654-1(b)) into two or more sepa-
rate trusts that meets each of the re-
quirements in paragraph (d) of this sec-
tion.

(c) Effective date of qualified severance.
A qualified severance is applicable as
of the date of the severance, as defined
in §26.2642-6(d)(3), and the resulting
trusts are treated as separate trusts for
GST tax purposes as of that date.

(d) Requirements for a qualified sever-
ance. For purposes of this section, a
qualified severance must satisfy each
of the following requirements:

(1) The single trust is severed pursu-
ant to the terms of the governing in-
strument, or pursuant to applicable
local law.

(2) The severance is effective under
local law.

(3) The date of severance is either the
date selected by the trustee as of which
the trust assets are to be valued in
order to determine the funding of the
resulting trusts, or the court-imposed
date of funding in the case of an order
of the local court with jurisdiction
over the trust ordering the trustee to
fund the resulting trusts on or as of a
specific date. For a date to satisfy the
definition in the preceding sentence,
however, the funding must be com-
menced immediately upon, and funding
must occur within a reasonable time
(but in no event more than 90 days)
after, the selected valuation date.

(4) The single trust (original trust) is
severed on a fractional basis, such that
each new trust (resulting trust) is
funded with a fraction or percentage of
the original trust, and the sum of those
fractions or percentages is one or one
hundred percent, respectively. For this
purpose, the fraction or percentage
may be determined by means of a for-
mula (for example, that fraction of the
trust the numerator of which is equal
to the transferor’s unused GST tax ex-
emption, and the denominator of which
is the fair market value of the original
trust’s assets on the date of severance).
The severance of a trust based on a pe-
cuniary amount does not satisfy this
requirement. For example, the sever-
ance of a trust is not a qualified sever-
ance if the trust is divided into two
trusts, with one trust to be funded with
$1,500,000 and the other trust to be
funded with the balance of the original
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trust’s assets. With respect to the par-
ticular assets to be distributed to each
separate trust resulting from the sever-
ance, each such trust may be funded
with the appropriate fraction or per-
centage (pro rata portion) of each asset
held by the original trust. Alter-
natively, the assets may be divided
among the resulting trusts on a non-
pro rata basis, based on the fair market
value of the assets on the date of sever-
ance. However, if a resulting trust is
funded on a non-pro rata basis, each
asset received by a resulting trust
must be valued, solely for funding pur-
poses, by multiplying the fair market
value of the asset held in the original
trust as of the date of severance by the
fraction or percentage of that asset re-
ceived by that resulting trust. Thus,
the assets must be valued without tak-
ing into account any discount or pre-
mium arising from the severance, for
example, any valuation discounts that
might arise because the resulting trust
receives less than the entire interest
held by the original trust. See para-
graph (j), Example 6 of this section.

(5) The terms of the resulting trusts
must provide, in the aggregate, for the
same succession of interests of bene-
ficiaries as are provided in the original
trust. This requirement is satisfied if
the beneficiaries of the separate result-
ing trusts and the interests of the
beneficiaries with respect to the sepa-
rate trusts, when the separate trusts
are viewed collectively, are the same
as the beneficiaries and their respec-
tive beneficial interests with respect to
the original trust before severance.
With respect to trusts from which dis-
cretionary distributions may be made
to any one or more beneficiaries on a
non-pro rata basis, this requirement is
satisfied if—

(i) The terms of each of the resulting
trusts are the same as the terms of the
original trust (even though each per-
missible distributee of the original
trust is not a beneficiary of all of the
resulting trusts);

(ii) Each beneficiary’s interest in the
resulting trusts (collectively) equals
the beneficiary’s interest in the origi-
nal trust, determined by the terms of
the trust instrument or, if none, on a
per-capita basis. For example, in the
case of the severance of a discretionary
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trust established for the benefit of A,
B, and C and their descendants with
the remainder to be divided equally
among those three families, this re-
quirement is satisfied if the trust is di-
vided into three separate trusts of
equal value with one trust established
for the benefit of A and A’s descend-
ants, one trust for the benefit of B and
B’s descendants, and one trust for the
benefit of C and C’s descendants;

(iii) The severance does not shift a
beneficial interest in the trust to any
beneficiary in a lower generation (as
determined under section 2651) than
the person or persons who held the ben-
eficial interest in the original trust;
and

(iv) The severance does not extend
the time for the vesting of any bene-
ficial interest in the trust beyond the
period provided for in (or applicable to)
the original trust.

(6) In the case of a qualified sever-
ance of a trust with an inclusion ratio
as defined in §26.2642-1 of either one or
zero, each trust resulting from the sev-
erance will have an inclusion ratio
equal to the inclusion ratio of the
original trust.

(7)) In the case of a qualified sever-
ance occurring after GST tax exemp-
tion has been allocated to the trust
(whether by an affirmative allocation,
a deemed allocation, or an automatic
allocation pursuant to the rules con-
tained in section 2632), if the trust has
an inclusion ratio as defined in
§26.2642-1 that is greater than zero and
less than one, then either paragraph
()(7)(i) or (iii) of this section must be
satisfied.

(ii) The trust is severed initially into
only two resulting trusts. One result-
ing trust must receive that fractional
share of the total value of the original
trust as of the date of severance that is
equal to the applicable fraction, as de-
fined in §26.2642-1(b) and (c), used to de-
termine the inclusion ratio of the
original trust immediately before the
severance. The other resulting trust
must receive that fractional share of
the total value of the original trust as
of the date of severance that is equal to
the excess of one over the fractional
share described in the preceding sen-
tence. The trust receiving the frac-
tional share equal to the applicable
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fraction shall have an inclusion ratio
of zero, and the other trust shall have
an inclusion ratio of one. If the appli-
cable fraction with respect to the origi-
nal trust is .50, then, with respect to
the two equal trusts resulting from the
severance, the trustee may designate
which of the resulting trusts will have
an inclusion ratio of zero and which
will have an inclusion ratio of one.
Each separate trust resulting from the
severance then may be further divided
in accordance with the rules of this
section. See paragraph (j), Example 7, of
this section.

(iii) The trust is severed initially
into more than two resulting trusts.
One or more of the resulting trusts in
the aggregate must receive that frac-
tional share of the total value of the
original trust as of the date of sever-
ance that is equal to the applicable
fraction used to determine the inclu-
sion ratio of the original trust imme-
diately before the severance. The trust
or trusts receiving such fractional
share shall have an inclusion ratio of
zero, and each of the other resulting
trust or trusts shall have an inclusion
ratio of one. (If, however, two or more
of the resulting trusts each receives
the fractional share of the total value
of the original trust equal to the appli-
cable fraction, the trustee may des-
ignate which of those resulting trusts
will have an inclusion ratio of zero and
which will have an inclusion ratio of
one.) The resulting trust or trusts with
an inclusion ratio of one must receive
in the aggregate that fractional share
of the total value of the original trust
as of the date of severance that is equal
to the excess of one over the fractional
share described in the second sentence
of this paragraph. See paragraph (j),
Example 9, of this section.

(e) Reporting a qualified severance—(1)
In general. A qualified severance is re-
ported by filing Form 706-GS(T),
“Generation-Skipping Transfer Tax
Return for Terminations,” (or such
other form as may be provided from
time to time by the Internal Revenue
Service (IRS) for the purpose of report-
ing a qualified severance). Unless oth-
erwise provided in the applicable form
or instructions, the IRS requests that
the filer write ‘‘Qualified Severance”
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at the top of the form and attach a No-
tice of Qualified Severance (Notice).
The return and attached Notice should
be filed by April 156th of the year imme-
diately following the year during which
the severance occurred or by the last
day of the period covered by an exten-
sion of time, if an extension of time is
granted, to file such form.

(2) Information concerning the original
trust. The Notice should provide, with
respect to the original trust that was
severed—

(i) The name of the transferor;

(ii) The name and date of creation of
the original trust;

(iii) The tax identification number of
the original trust; and

(iv) The inclusion ratio before the
severance.

(3) Information concerning each new
trust. The Notice should provide, with
respect to each of the resulting trusts
created by the severance—

(i) The name and tax identification
number of the trust;

(ii) The date of severance (within the
meaning of paragraph (c) of this sec-
tion);

(iii) The fraction of the total assets
of the original trust received by the re-
sulting trust;

(iv) Other details explaining the basis
for the funding of the resulting trust (a
fraction of the total fair market value
of the assets on the date of severance,
or a fraction of each asset); and

(v) The inclusion ratio.

(f) Time for making a qualified sever-
ance. (1) A qualified severance of a
trust may occur at any time prior to
the termination of the trust. Thus, pro-
vided that the separate resulting trusts
continue in existence after the sever-
ance, a qualified severance may occur
either before or after—

(i) GST tax exemption has been allo-
cated to the trust;

(ii) A taxable event has occurred with
respect to the trust; or

(iii) An addition has been made to
the trust.

(2) Because a qualified severance is
effective as of the date of severance, a
qualified severance has no effect on a
taxable termination as defined in sec-
tion 2612(a) or a taxable distribution as
defined in section 2612(b) that occurred
prior to the date of severance. A quali-
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fied severance shall be deemed to occur
before a taxable termination or a tax-
able distribution that occurs by reason
of the qualified severance. See para-
graph (j) Example 8 of this section.

(g) Trusts that were irrevocable on Sep-
tember 25, 1985—(1) In general. See
§26.2601-1(b)(4) for rules regarding
severances and other actions with re-
spect to trusts that were irrevocable on
September 25, 1985.

(2) Trusts in receipt of a post-September
25, 1985, addition. A trust described in
§26.2601-1(b)(1)(iv)(A) that is deemed
for GST tax purposes to consist of one
separate share not subject to GST tax
(the non-chapter 13 portion) with an in-
clusion ratio of zero, and one separate
share subject to GST tax (the chapter
13 portion) with an inclusion ratio de-
termined under section 2642, may be
severed into two trusts in accordance
with §26.2654-1(a)(3). One resulting
trust will hold the non-chapter 13 por-
tion of the original trust (the non-
chapter 13 trust) and will not be sub-
ject to GST tax, and the other result-
ing trust will hold the chapter 13 por-
tion of the original trust (the chapter
13 trust) and will have the same inclu-
sion ratio as the chapter 13 portion im-
mediately prior to the severance. The
chapter 13 trust may be further divided
in a qualified severance in accordance
with the rules of this section. The non-
chapter 13 trust may be further divided
in accordance with the rules of
§26.2601-1(b)(4).

(h) Treatment of trusts resulting from a
severance that is mot a qualified sever-
ance. Trusts resulting from a severance
(other than a severance recognized for
GST tax purposes under §26.2654-1) that
does not meet the requirements of a
qualified severance under paragraph (b)
of this section will be treated, after the
date of severance, as separate trusts
for purposes of the GST tax, provided
that the trusts resulting from such sev-
erance are recognized as separate
trusts under applicable state law. The
post-severance treatment of the result-
ing trusts as separate trusts for GST
tax purposes generally permits the al-
location of GST tax exemption, the
making of various elections permitted
for GST tax purposes, and the occur-
rence of a taxable distribution or ter-
mination with regard to a particular
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resulting trust, with no GST tax im-
pact on any other trust resulting from
that severance. Each trust resulting
from a severance described in this
paragraph (h), however, will have the
same inclusion ratio immediately after
the severance as that of the original
trust immediately before the sever-
ance. (See §26.2654-1 for the inclusion
ratio of each trust resulting from a
severance described in that section.)
Further, any trust resulting from a
nonqualified severance may be severed
subsequently, pursuant to a qualified
severance described in this §26.2642-6.

(i) [Reserved]

(j) Examples. The rules of this section
are illustrated by the following exam-
ples:

Example 1. Succession of interests. T dies in
2006. T°’s will establishes a testamentary
trust (Trust) providing that income is to be
paid to T’s sister, S, for her life. On S’s
death, one-half of the corpus is to be paid to
T’s child, C (or to C’s estate if C fails to sur-
vive S), and one-half of the corpus is to be
paid to T’s grandchild, GC (or to GC’s estate
if GC fails to survive S). On the Form 706,
‘““United States Estate (and Generation-Skip-
ping Transfer) Tax Return,” filed for T’s es-
tate, T’s executor allocates all of T’s avail-
able GST tax exemption to other transfers
and trusts, such that Trust’s inclusion ratio
is 1. Subsequent to filing the Form 706 in 2007
and in accordance with applicable state law,
the trustee divides Trust into two separate
trusts, Trust 1 and Trust 2, with each trust
receiving 50 percent of the value of the assets
of the original trust as of the date of sever-
ance. Trust 1 provides that trust income is to
be paid to S for life with remainder to C or
C’s estate, and Trust 2 provides that trust in-
come is to be paid to S for life with remain-
der to GC or GC’s estate. Because Trust 1 and
Trust 2 provide for the same succession of in-
terests in the aggregate as provided in the
original trust, the severance constitutes a
qualified severance, provided that all other
requirements of section 2642(a)(3) and this
section are satisfied.

Example 2. Succession of interests in discre-
tionary trust. In 2006, T establishes Trust, an
irrevocable trust providing that income may
be paid from time to time in such amounts
as the trustee deems advisable to any one or
more members of the group consisting of T's
children (A and B) and their respective de-
scendants. In addition, the trustee may dis-
tribute corpus to any trust beneficiary in
such amounts as the trustee deems advis-
able. On the death of the last to die of A and
B, the trust is to terminate and the corpus is
to be distributed in two equal shares, one
share to the then-living descendants of each
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child, per stirpes. T elects, under section
2632(c)(5), to not have the automatic alloca-
tion rules contained in section 2632(c) apply
with respect to T’s transfers to Trust, and T
does not otherwise allocate GST tax exemp-
tion with respect to Trust. As a result, Trust
has an inclusion ratio of one. In 2008, the
trustee of Trust, pursuant to applicable state
law, divides Trust into two equal but sepa-
rate trusts, Trust 1 and Trust 2, each of
which has terms identical to the terms of
Trust except for the identity of the bene-
ficiaries. Trust 1 and Trust 2 each has an in-
clusion ratio of one. Trust 1 provides that in-
come is to be paid in such amounts as the
trustee deems advisable to A and A’s de-
scendants. In addition, the trustee may dis-
tribute corpus to any trust beneficiary in
such amounts as the trustee deems advis-
able. On the death of A, Trust 1 is to termi-
nate and the corpus is to be distributed to
the then-living descendants of A, per stirpes,
but, if A dies with no living descendants, the
principal will be added to Trust 2. Trust 2
contains identical provisions, except that B
and B’s descendants are the trust bene-
ficiaries and, if B dies with no living de-
scendants, the principal will be added to
Trust 1. Trust 1 and Trust 2 in the aggregate
provide for the same beneficiaries and the
same succession of interests as provided in
Trust, and the severance does not shift any
beneficial interest to a beneficiary who occu-
pies a lower generation than the person or
persons who held the beneficial interest in
Trust. Accordingly, the severance con-
stitutes a qualified severance, provided that
all other requirements of section 2642(a)(3)
and this section are satisfied.

Example 3. Severance based on actuarial
value of beneficial interests. In 2004, T estab-
lishes Trust, an irrevocable trust providing
that income is to be paid to T’s child C dur-
ing C’s lifetime. Upon C’s death, Trust is to
terminate and the assets of Trust are to be
paid to GC, C’s child, if living, or, if GC is
not then living, to GC’s estate. T properly
elects, under section 2632(c)(5), not to have
the automatic allocation rules contained in
section 2632(c) apply with respect to T’s
transfers to Trust, and T does not otherwise
allocate GST tax exemption with respect to
Trust. Thus, Trust has an inclusion ratio of
one. In 2009, the trustee of Trust, pursuant to
applicable state law, divides Trust into two
separate trusts, Trust 1 for the benefit of C
(and on C’s death to C’s estate), and Trust 2
for the benefit of GC (and on GC’s death to
GC’s estate). The document severing Trust
directs that Trust 1 is to be funded with an
amount equal to the actuarial value of C’s
interest in Trust prior to the severance, de-
termined under section 7520 of the Internal
Revenue Code. Similarly, Trust 2 is to be
funded with an amount equal to the actu-
arial value of GC’s interest in Trust prior to
the severance, determined under section 7520.
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Trust 1 and Trust 2 do not provide for the
same succession of interests as provided
under the terms of the original trust. There-
fore, the severance is not a qualified sever-
ance. Furthermore, because the severance re-
sults in no non-skip person having an inter-
est in Trust 2, Trust 2 constitutes a skip per-
son under section 2613 and, therefore, the
severance results in a taxable termination
subject to GST tax.

Example 4. Severance of a trust with a 50%
inclusion ratio. On September 1, 2006, T trans-
fers $100,000 to a trust for the benefit of T's
grandchild, GC. On a timely filed Form 709,
‘“United States Gift (and Generation-Skip-
ping Transfer) Tax Return,” reporting the
transfer, T allocates all of T’s remaining
GST tax exemption ($50,000) to the trust. As
a result of the allocation, the applicable
fraction with respect to the trust is .50
[$50,000 (the amount of GST tax exemption
allocated to the trust) divided by $100,000
(the value of the property transferred to the
trust)]. The inclusion ratio with respect to
the trust is .50 [1-.50]. In 2007, pursuant to
authority granted under applicable state
law, the trustee severs the trust into two
trusts, Trust 1 and Trust 2, each of which is
identical to the original trust and each of
which receives a 50 percent fractional share
of the total value of the original trust, val-
ued as of the date of severance. Because the
applicable fraction with respect to the origi-
nal trust is .50 and the trust is severed into
two equal trusts, the trustee may designate
which resulting trust has an inclusion ratio
of one, and which resulting trust has an in-
clusion ratio of zero. Accordingly, in the No-
tice of Qualified Severance reporting the sev-
erance, the trustee designates Trust 1 as
having an inclusion ratio of zero, and Trust
2 as having an inclusion ratio of one. The
severance constitutes a qualified severance,
provided that all other requirements of sec-
tion 2642(a)(3) and this section are satisfied.

Example 5. Funding of severed trusts on a
non-pro rata basis. T's will establishes a tes-
tamentary trust (Trust) for the benefit of T's
descendants, to be funded with T’s stock in
Corporation A and Corporation B, both pub-
licly traded stocks. T dies on May 1, 2004, at
which time the Corporation A stock included
in T’s gross estate has a fair market value of
$100,000 and the stock of Corporation B in-
cluded in T’s gross estate has a fair market
value of $200,000. On a timely filed Form 706,
T’s executor allocates all of T’s remaining
GST tax exemption ($270,000) to Trust. As a
result of the allocation, the applicable frac-
tion with respect to Trust is .90 [$270,000 (the
amount of GST tax exemption allocated to
the trust) divided by $300,000 (the value of
the property transferred to the trust)]. The
inclusion ratio with respect to Trust is .10
[1—-.90]. On August 1, 2008, in accordance with
applicable local law, the trustee executes a
document severing Trust into two trusts,
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Trust 1 and Trust 2, each of which is iden-
tical to Trust. The instrument designates
August 3, 2008, as the date of severance
(within the meaning of paragraph (d)3) of
this section). The terms of the instrument
severing Trust provide that Trust 1 is to be
funded on a non-pro rata basis with assets
having a fair market value on the date of
severance equal to 90% of the value of
Trust’s assets on that date, and Trust 2 is to
be funded with assets having a fair market
value on the date of severance equal to 10%
of the value of Trust’s assets on that date.
On August 3, 2008, the value of the Trust as-
sets totals $500,000, consisting of Corporation
A stock worth $450,000 and Corporation B
stock worth $50,000. On August 4, 2008, the
trustee takes all action necessary to transfer
all of the Corporation A stock to Trust 1 and
to transfer all of the Corporation B stock to
Trust 2. On August 6, 2008, the stock trans-
fers are completed and the stock is received
by the appropriate resulting trust. Accord-
ingly, Trust 1 is funded with assets having a
value equal to 90% of the value of Trust as of
the date of severance, August 3, 2008, and
Trust 2 is funded with assets having a value
equal to 10% of the value of Trust as of the
date of severance. Therefore, the severance
constitutes a qualified severance, provided
that all other requirements of section
2642(a)(3) and this section are satisfied. Trust
1 will have an inclusion ratio of zero and
Trust 2 will have an inclusion ratio of one.

Example 6. Funding of severed trusts on a
non-pro rata basis. (i) T’s will establishes an
irrevocable trust (Trust) for the benefit of
T’s descendants. As a result of the allocation
of GST tax exemption, the applicable frac-
tion with respect to Trust is .60 and Trust’s
inclusion ratio is .40 [1-.60]. Pursuant to au-
thority granted under applicable state law,
on August 1, 2008, the trustee executes a doc-
ument severing Trust into two trusts, Trust
1 and Trust 2, each of which is identical to
Trust. The instrument of severance provides
that the severance is intended to qualify as
a qualified severance within the meaning of
section 2642(a)(3) and designates August 3,
2008, as the date of severance (within the
meaning of paragraph (d)(3) of this section).
The instrument further provides that Trust 1
and Trust 2 are to be funded on a non-pro
rata basis with Trust 1 funded with assets
having a fair market value on the date of
severance equal to 40% of the value of
Trust’s assets on that date and Trust 2 fund-
ed with assets having a fair market value
equal to 60% of the value of Trust’s assets on
that date. The fair market value of the as-
sets used to fund each trust is to be deter-
mined in compliance with the requirements
of paragraph (d)(4) of this section.

(ii) On August 3, 2008, the fair market
value of the Trust assets totals $4,000,000,
consisting of 52% of the outstanding common
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stock in Company, a closely-held corpora-
tion, valued at $3,000,000 and $1,000,000 in
cash and marketable securities. Trustee pro-
poses to divide the Company stock equally
between Trust 1 and Trust 2, and thus trans-
fer 26% of the Company stock to Trust 1 and
26% of the stock to Trust 2. In addition, the
appropriate amount of cash and marketable
securities will be distributed to each trust.
In accordance with paragraph (d)(4) of this
section, for funding purposes, the interest in
the Company stock distributed to each trust
is valued as a pro rata portion of the value of
the 52% interest in Company held by Trust
before severance, without taking into ac-
count, for example, any valuation discount
that might otherwise apply in valuing the
noncontrolling interest distributed to each
resulting trust.

(iii) Accordingly, for funding purposes,
each 26% interest in Company stock distrib-
uted to Trust 1 and Trust 2 is valued at
$1,500,000 (.5 x $3,000,000). Therefore, Trust 1,
which is to be funded with $1,600,000 (.40 x
$4,000,000), receives $100,000 in cash and mar-
ketable securities valued as of August 3, 2008,
in addition to the Company stock, and Trust
2, which is to be funded with $2,400,000 (.60 x
$4,000,000), receives $900,000 in cash and mar-
ketable securities in addition to the Com-
pany stock. Therefore, the severance is a
qualified severance, provided that all other
requirements of section 2642(a)(3) and this
section are satisfied.

Example 7. Statutory qualified severance. T
dies on October 1, 2004. T’s will establishes a
testamentary trust (Trust) to be funded with
$1,000,000. Trust income is to be paid to T’s
child, S, for S’s life. The trustee may also
distribute trust corpus from time to time, in
equal or unequal shares, for the benefit of
any one or more members of the group con-
sisting of S and T’s three grandchildren
(GC1, GC2, and GC3). On S’s death, Trust is
to terminate and the assets are to be divided
equally among GC1, GC2, and GC3 (or their
respective then-living descendants, per stir-
pes). On a timely filed Form 706, T's executor
allocates all of T’s remaining GST tax ex-
emption ($300,000) to Trust. As a result of the
allocation, the applicable fraction with re-
spect to the trust is .30 [$300,000 (the amount
of GST tax exemption allocated to the trust)
divided by $1,000,000 (the value of the prop-
erty transferred to the trust)]. The inclusion
ratio with respect to the trust is .70 [1—.30].
On June 1, 2007, the trustee determines that
it is in the best interest of the beneficiaries
to sever Trust to provide a separate trust for
each of T’s three grandchildren and their re-
spective families. The trustee severs Trust
into two trusts, Trust 1 and Trust 2, each
with terms and beneficiaries identical to
Trust and thus each providing that trust in-
come is to be paid to S for life, trust prin-
cipal may be distributed for the benefit of
any or all members of the group consisting
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of S and T’s grandchildren, and, on S’s death,
the trust is to terminate and the assets are
to be divided equally among GC1, GC2, and
GC3 (or their respective then-living descend-
ants, per stirpes). The instrument severing
Trust provides that Trust 1 is to receive 30%
of Trust’s assets and Trust 2 is to receive
70% of Trust’s assets. Further, each such
trust is to be funded with a pro rata portion
of each asset held in Trust. The trustee then
severs Trust 1 into three equal trusts, Trust
GC1, Trust GC2, and Trust GC3. Each trust is
named for a grandchild of T and provides
that trust income is to be paid to S for life,
trust principal may be distributed for the
benefit of S and T’s grandchild for whom the
trust is named, and, on S’s death, the trust
is to terminate and the trust proceeds dis-
tributed to the respective grandchild for
whom the trust is named. If that grandchild
has predeceased the termination date, the
trust proceeds are to be distributed to that
grandchild’s then-living descendants, per
stirpes, or, if none, then equally to the other
two trusts resulting from the severance of
Trust 1. Each such resulting trust is to be
funded with a pro rata portion of each Trust
1 asset. The trustee also severs Trust 2 in a
similar manner, into Trust GC1(2), Trust
GC2(2), and Trust GC3(2). The severance of
Trust into Trust 1 and Trust 2, the severance
of Trust 1 into Trust GC1, Trust GC2, Trust
GC3, and the severance of Trust 2 into Trust
GC1(2), Trust GC2(2) and Trust GC3(2), con-
stitute qualified severances, provided that
all other requirements of section 2642(a)(3)
and this section are satisfied with respect to
each severance. Trust GC1, Trust GC2, Trust
GC3 will each have an inclusion ratio of zero
and Trust GC1(2), Trust GC2(2), and Trust
GC3(2) will each have an inclusion ratio of
one.

Example 8. Qualified severance deemed to pre-
cede a taxable termination. In 2004, T estab-
lishes an inter vivos irrevocable trust (Trust)
for a term of 10 years providing that Trust
income is to be paid annually in equal shares
to T’s child C and T’s grandchild GC (the
child of another then-living child of T). If ei-
ther C or GC dies prior to the expiration of
the 10-year term, the deceased beneficiary’s
share of Trust’s income is to be paid to that
beneficiary’s then-living descendants, per
stirpes, for the balance of the trust term. At
the expiration of the 10-year trust term, the
corpus is to be distributed equally to C and
GC; if either C or GC is not then living, then
such decedent’s share is to be distributed in-
stead to such decedent’s then-living descend-
ants, per stirpes. T allocates T’s GST tax ex-
emption to Trust such that Trust’s applica-
ble fraction is .50 and Trust’s inclusion ratio
is .50 [1—-.50]. In 2006, pursuant to applicable
state law, the trustee severs the trust into
two equal trusts, Trust 1 and Trust 2. The in-
strument severing Trust provides that Trust
1 is to receive 50% of the Trust assets, and
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Trust 2 is to receive 50% of Trust’s assets.
Both resulting trusts are identical to Trust,
except that each has different beneficiaries:
C and C’s descendants are designated as the
beneficiaries of Trust 1, and GC and GC’s de-
scendants are designated as the beneficiaries
of Trust 2. The severance constitutes a quali-
fied severance, provided all other require-
ments of section 2642(a)(3) and this section
are satisfied. Because the applicable fraction
with respect to Trust is .50 and Trust was
severed into two equal trusts, the trustee
may designate which resulting trust has an
inclusion ratio of one, and which has an in-
clusion ratio of zero. Accordingly, in the No-
tice of Qualified Severance reporting the sev-
erance, the trustee designates Trust 1 as
having an inclusion ratio of one, and Trust 2
as having an inclusion ratio of zero. Because
Trust 2 is a skip person under section 2613,
the severance of Trust resulting in the dis-
tribution of 50% of Trust’s corpus to Trust 2
would constitute a taxable termination or
distribution (as described in section 2612(a))
of that 50% of Trust for GST tax purposes,
but for the rule that a qualified severance is
deemed to precede a taxable termination
that is caused by the qualified severance.
Thus, no GST tax will be due with regard to
the creation and funding of Trust 2 because
the inclusion ratio of Trust 2 is zero.

Example 9. Regulatory qualified severance. (i)
In 2004, T establishes an inter vivos irrev-
ocable trust (Trust) providing that trust in-
come is to be paid annually in equal shares
to T’s children, A and B, for 10 years. Trust
provides that the trustee has discretion to
make additional distributions of principal to
A and B during the 10-year term without ad-
justments to their shares of income or the
trust remainder. If either (or both) dies prior
to the expiration of the 10-year term, the de-
ceased child’s share of trust income is to be
paid to the child’s then living descendants,
per stirpes, for the balance of the trust term.
At the expiration of the 10-year term, the
corpus is to be distributed equally to A and
B; if A and B (or either or them) is not then
living, then such decedent’s share is to be
distributed instead to such decedent’s then
living descendants, per stirpes. T allocates
GST tax exemption to Trust such that
Trust’s applicable fraction is .25 and its in-
clusion ratio is .75.

(ii) In 2006, pursuant to applicable state
law, the trustee severs the trust into three
trusts: Trust 1, Trust 2, and Trust 3. The in-
strument severing Trust provides that Trust
1 is to receive 50% of Trust’s assets, Trust 2
is to receive 25% of Trust’s assets, and Trust
3 is to receive 25% of Trust’s assets. All three
resulting trusts are identical to Trust, ex-
cept that each has different beneficiaries: A
and A’s issue are designated as the bene-
ficiaries of Trust 1, and B and B’s issue are
designated as the beneficiaries of Trust 2 and
Trust 3. The severance constitutes a quali-
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fied severance, provided that all other re-
quirements of section 2642(a)(3) and this sec-
tion are satisfied. Trust 1 will have an inclu-
sion ratio of 1. Because both Trust 2 and
Trust 3 have each received the fractional
share of Trust’s assets equal to Trust’s appli-
cable fraction of .25, trustee designates that
Trust 2 will have an inclusion ratio of one
and that Trust 3 will have an inclusion ratio
of zero.

Example 10. Beneficiary’s interest dependent
on inclusion ratio. On August 8, 2006, T trans-
fers $1,000,000 to Trust and timely allocates
$400,000 of T’s remaining GST tax exemption
to Trust. As a result of the allocation, the
applicable fraction with respect to Trust is
.40 [$400,000 divided by $1,000,000] and Trust’s
inclusion ratio is .60 [1—.40]. Trust provides
that all income of Trust will be paid annu-
ally to C, T’s child, for life. On C’s death, the
corpus is to pass in accordance with C’s exer-
cise of a testamentary limited power to ap-
point the corpus of Trust to C’s lineal de-
scendants. However, Trust provides that if,
at the time of C’s death, Trust’s inclusion
ratio is greater than zero, then C may also
appoint that fraction of the trust corpus
equal to the inclusion ratio to the creditors
of C’s estate. On May 3, 2008, pursuant to au-
thority granted under applicable state law,
the trustee severs Trust into two trusts.
Trust 1 is funded with 40% of Trust’s assets,
and Trust 2 is funded with 60% of Trust’s as-
sets in accordance with the requirements of
this section. Both Trust 1 and Trust 2 pro-
vide that all income of Trust will be paid an-
nually to C during C’s life. On C’s death,
Trust 1 corpus is to pass in accordance with
C’s exercise of a testamentary limited power
to appoint the corpus to C’s lineal descend-
ants. Trust 2 is to pass in accordance with
C’s exercise of a testamentary power to ap-
point the corpus of Trust to C’s lineal de-
scendants and to the creditors of C’s estate.
The severance constitutes a qualified sever-
ance, provided that all other requirements of
section 2642(a)(3) and this section are satis-
fied. No additional contribution or alloca-
tion of GST tax exemption is made to either
Trust 1 or Trust 2 prior to C’s death. Accord-
ingly, the inclusion ratio with respect to
Trust 1 is zero. The inclusion ratio with re-
spect to Trust 2 is one until C’s death, at
which time C will become the transferor of
Trust 2 for GST tax purposes. (Some or all of
C’s GST tax exemption may be allocated to
Trust 2 upon C’s death.)

Example 11. Date of severance. Trust is an ir-
revocable trust that has both skip person
and non-skip person beneficiaries. Trust
holds two parcels of real estate, Property A
and Property B, stock in Company X, a pub-
licly traded company, and cash. On June 16,
2008, the local court with jurisdiction over
Trust issues an order, pursuant to the trust-
ee’s petition authorized under state law, sev-
ering Trust into two resulting trusts of equal
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value, Trust 1 and Trust 2. The court order
directs that Property A will be distributed to
Trust 1 and Property B will be distributed to
Trust 2, and that an appropriate amount of
stock and cash will be distributed to each
trust such that the total value of property
distributed to each trust as of the date of
severance will be equal. The court order does
not mandate a particular date of funding.
Trustee receives notice of the court order on
June 24, and selects July 16, 2008, as the date
of severance. On June 26, 2008, Trustee com-
mences the process of transferring title to
Property A and Property B to the appro-
priate resulting trust(s), which process is
completed on July 8, 2008. Also on June 26,
the Trustee hires a professional appraiser to
value Property A and Property B as of the
date of severance and receives the appraisal
report on Friday, October 3, 2008. On Mon-
day, October 6, 2008, Trustee commences the
process of transferring to Trust 1 and Trust
2 the appropriate amount of Company X
stock valued as of July 16, 2008, and that
transfer (as well as the transfer of Trust’s
cash) is completed by October 9, 2008. Under
the facts presented, the funding of Trust 1
and Trust 2 occurred within 90 days of the
date of severance selected by the trustee,
and within a reasonable time after the date
of severance taking into account the nature
of the assets involved and the need to obtain
an appraisal. Accordingly, the date of sever-
ance for purposes of this section is July 16,
2008, the resulting trusts are to be funded
based on the value of the original trust as-
sets as of that date, and the severance is a
qualified severance assuming that all other
requirements of section 2642(a)(3) and this
section are met. (However, if Trust had con-
tained only marketable securities and cash,
then in order to satisfy the reasonable time
requirement, the stock transfer would have
to have been commenced, and generally com-
pleted, immediately after the date of sever-
ance, and the cash distribution would have
to have been made at the same time.)
Example 12. Other severance that does not
meet the requirements of a qualified severance.
(i) In 2004, T establishes an irrevocable inter
vivos trust (Trust) providing that Trust in-
come is to be paid to T’s children, A and B,
in equal shares for their joint lives. Upon the
death of the first to die of A and B, all Trust
income will be paid to the survivor of A and
B. At the death of the survivor, the corpus is
to be distributed in equal shares to T’s
grandchildren, W and X (with any then-de-
ceased grandchild’s share being paid in ac-
cordance with that grandchild’s testa-
mentary general power of appointment). W is
A’s child and X is B’s child. T elects under
section 2632(c)(b) not to have the automatic
allocation rules contained in section 2632(c)
apply with respect to T’s transfers to Trust,
but T allocates GST tax exemption to Trust
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resulting in Trust having an inclusion ratio
of .30.

(ii) In 2009, the trustee of Trust, as per-
mitted by applicable state law, divides Trust
into two separate trusts, Trust 1 and Trust 2.
Trust 1 provides that trust income is to be
paid to A for life and, on A’s death, the re-
mainder is to be distributed to W (or pursu-
ant to W’s testamentary general power of ap-
pointment). Trust 2 provides that trust in-
come is to be paid to B for life and, on B’s
death, the remainder is to be distributed to
X (or pursuant to X’s testamentary general
power of appointment). Because Trust 1 and
Trust 2 do not provide A and B with the con-
tingent survivor income interests that were
provided to A and B under the terms of
Trust, Trust 1 and Trust 2 do not provide for
the same succession of interests in the ag-
gregate as provided by Trust. Therefore, the
severance does not satisfy the requirements
of this section and is not a qualified sever-
ance. Provided that Trust 1 and Trust 2 are
recognized as separate trusts under applica-
ble state law, Trust 1 and Trust 2 will be rec-
ognized as separate trusts for GST tax pur-
poses pursuant to paragraph (h) of this sec-
tion, prospectively from the date of the sev-
erance. However, Trust 1 and Trust 2 each
have an inclusion ratio of .30 immediately
after the severance, the same as the inclu-
sion ratio of Trust prior to severance.

Example 13. Qualified severance following a
non-qualified severance. Assume the same
facts as in Example 12, except that, as of No-
vember 4, 2010, the trustee of Trust 1 severs
Trust 1 into two trusts, Trust 3 and Trust 4,
in accordance with applicable local law. The
instrument severing Trust 1 provides that
both resulting trusts have provisions iden-
tical to Trust 1. The terms of the instrument
severing Trust 1 further provide that Trust 3
is to be funded on a pro rata basis with as-
sets having a fair market value as of the
date of severance equal to 70% of the value of
Trust 1’s assets on that date, and Trust 4 is
to be funded with assets having a fair mar-
ket value as of the date of severance equal to
30% of the value of Trust 1’s assets on that
date. The severance constitutes a qualified
severance, provided that all other require-
ments of section 2642(a)(3) and this section
are satisfied. Trust 3 will have an inclusion
ratio of zero and Trust 4 will have an inclu-
sion ratio of one.

(k) Effective/applicability date—(1) In
general. Except as otherwise provided
in this paragraph (k), this section ap-
plies to severances occurring on or
after August 2, 2007. Paragraph
(d)(7)(iii), paragraph (h), and Examples
9, 12 and 13 of paragraph (j) of this sec-
tion apply to severances occurring on
or after September 2, 2008.
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(2) Transition rule. In the case of a
qualified severance occurring after De-
cember 31, 2000, and before August 2,
2007, taxpayers may rely on any reason-
able interpretation of section 2642(a)(3)
as long as reasonable notice concerning
the qualified severance and identifica-
tion of the trusts involved has been
given to the IRS. For this purpose, the
proposed regulations (69 FR 51967) are
treated as a reasonable interpretation
of the statute. For purposes of the re-
porting provisions of §26.2642-6(e), no-
tice to the IRS should be mailed by the
due date of the gift tax return (includ-
ing extensions granted) for gifts made
during the year in which the severance
occurred. If no gift tax return is filed,
notice to the IRS should be mailed by
April 15th of the year immediately fol-
lowing the year during which the sev-
erance occurred. For severances occur-
ring between December 31, 2000, and
January 1, 2007, notification should be
mailed to the IRS as soon as reason-
ably practicable after August 2, 2007, if
sufficient notice has not already been
given.

[T.D. 9348, 72 FR 42294, Aug. 2, 2007, as amend-
ed by T.D. 9421, 73 FR 44650, July 31, 2008]

§26.2651-1 Generation assignment.

(a) Special rule for persons with a de-
ceased parent—(1) In general. This para-
graph (a) applies for purposes of deter-
mining whether a transfer to or for the
benefit of an individual who is a de-
scendant of a parent of the transferor
(or the transferor’s spouse or former
spouse) is a generation-skipping trans-
fer. If that individual’s parent, who is a
lineal descendant of the parent of the
transferor (or the transferor’s spouse
or former spouse), is deceased at the
time the transfer (from which an inter-
est of such individual is established or
derived) is subject to the tax imposed
on the transferor by chapter 11 or 12 of
the Internal Revenue Code, the indi-
vidual is treated as if that individual
were a member of the generation that
is one generation below the lower of—

(i) The transferor’s generation; or

(ii) The generation assignment of the
individual’s youngest living lineal an-
cestor who is also a descendant of the
parent of the transferor (or the trans-
feror’s spouse or former spouse).
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(2) Special rules—(i) Corresponding gen-
eration adjustment. If an individual’s
generation assignment is adjusted with
respect to a transfer in accordance
with paragraph (a)(1) of this section, a
corresponding adjustment with respect
to that transfer is made to the genera-
tion assignment of each—

(A) Spouse or former spouse of that
individual;

(B) Descendant of that individual;
and

(C) Spouse or former spouse of each
descendant of that individual.

(ii) Continued application of generation
assignment. If a transfer to a trust
would be a generation-skipping trans-
fer but for paragraph (a)(1) of this sec-
tion, any generation assignment deter-
mined under this paragraph (a) con-
tinues to apply in determining whether
any subsequent distribution from (or
termination of an interest in) the por-
tion of the trust attributable to that
transfer is a generation-skipping trans-
fer.

(iii) Ninety-day rule. For purposes of
paragraph (a)(1) of this section, any in-
dividual who dies no later than 90 days
after a transfer occurring by reason of
the death of the transferor is treated as
having predeceased the transferor.

(iv) Local law. A living person is not
treated as having predeceased the
transferor solely by reason of a provi-
sion of applicable local law; e.g., an in-
dividual who disclaims is not treated
as a predeceased parent solely because
state law treats a disclaimant as hav-
ing predeceased the transferor for pur-
poses of determining the disposition of
the disclaimed property.

(3) Established or derived. For purposes
of section 2651(e) and paragraph (a)(l)
of this section, an individual’s interest
is established or derived at the time
the transferor is subject to transfer tax
on the property. See §26.2652-1(a) for
the definition of a transferor. If the
same transferor, on more than one oc-
casion, is subject to transfer tax im-
posed by either chapter 11 or 12 of the
Internal Revenue Code on the property
so transferred (whether the same prop-
erty, reinvestments thereof, income
thereon, or any or all of these), then
the relevant time for determining
whether paragraph (a)(1) of this section
applies is the earliest time at which
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the transferor is subject to the tax im-
posed by either chapter 11 or 12 of the
Internal Revenue Code. For purposes of
section 2651(e) and paragraph (a)(1) of
this section, the interest of a remain-
der beneficiary of a trust for which an
election under section 2523(f) or section
2056(b)(7) (QTIP election) has been
made will be deemed to have been es-
tablished or derived, to the extent of
the QTIP election, on the date as of
which the value of the trust corpus is
first subject to tax under section 2519
or section 2044. The preceding sentence
does not apply to a trust, however, to
the extent that an election under sec-
tion 2652(a)(3) (reverse QTIP election)
has been made for the trust because, to
the extent of a reverse QTIP election,
the spouse who established the trust
will remain the transferor of the trust
for generation-skipping transfer tax
purposes.

(4) Special rule in the case of additional
contributions to a trust. If a transferor
referred to in paragraph (a)(l) of this
section contributes additional property
to a trust that existed before the appli-
cation of paragraph (a)(1), then the ad-
ditional property is treated as being
held in a separate trust for purposes of
chapter 13 of the Internal Revenue
Code. The provisions of §26.2654-1(a)(2),
regarding treatment as separate trusts,
apply as if different transferors had
contributed to the separate portions of
the single trust. Additional subsequent
contributions from that transferor will
be added to the new share that is treat-
ed as a separate trust.

(b) Limited application to collateral
heirs. Paragraph (a) of this section does
not apply in the case of a transfer to
any individual who is not a lineal de-
scendant of the transferor (or the
transferor’s spouse or former spouse) if
the transferor has any living lineal de-
scendant at the time of the transfer.

(c) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. T establishes an irrevocable
trust, Trust, providing that trust income is
to be paid to T’s grandchild, GC, for 5 years.
At the end of the 5-year period or on GC’s
prior death, Trust is to terminate and the
principal is to be distributed to GC if GC is
living or to GC’s children if GC has died. The
transfer that occurred on the creation of the
trust is subject to the tax imposed by chap-
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ter 12 of the Internal Revenue Code and, at
the time of the transfer, T’s child, C, who is
a parent of GC, is deceased. GC is treated as
a member of the generation that is one gen-
eration below T’s generation. As a result, GC
is not a skip person and Trust is not a skip
person. Therefore, the transfer to Trust is
not a direct skip. Similarly, distributions to
GC during the term of Trust and at the ter-
mination of Trust will not be GSTSs.

Example 2. On January 1, 2004, T transfers
$100,000 to an irrevocable inter vivos trust
that provides T with an annuity payable for
four years or until T’s prior death. The annu-
ity satisfies the definition of a qualified in-
terest under section 2702(b). When the trust
terminates, the corpus is to be paid to T’s
grandchild, GC. The transfer is subject to the
tax imposed by chapter 12 of the Internal
Revenue Code and, at the time of the trans-
fer, T’s child, C, who is a parent of GC, is liv-
ing. C dies in 2006. In this case, C was alive
at the time the transfer by T was subject to
the tax imposed by chapter 12 of the Internal
Revenue Code. Therefore, section 2651(e) and
paragraph (a)(1) of this section do not apply.
When the trust subsequently terminates, the
distribution to GC is a taxable termination
that is subject to the GST tax to the extent
the trust has an inclusion ratio greater than
zero. See section 2642(a).

Example 3. T dies testate in 2002, survived
by T’s spouse, S, their children, C1 and C2,
and C1’s child, GC. Under the terms of T’s
will, a trust is established for the benefit of
S and of T and S’s descendants. Under the
terms of the trust, all income is payable to
S during S’s lifetime and the trustee may
distribute trust corpus for S’s health, sup-
port and maintenance. At S’s death, the cor-
pus is to be distributed, outright, to C1 and
C2. If either C1 or C2 has predeceased S, the
deceased child’s share of the corpus is to be
distributed to that child’s then-living de-
scendants, per stirpes. The executor of T’s
estate makes the election under section
2056(b)(7) to treat the trust property as quali-
fied terminable interest property (QTIP) but
does not make the election under section
2652(a)(3) (reverse QTIP election). In 2003, C1
dies survived by S and GC. In 2004, S dies,
and the trust terminates. The full fair mar-
ket value of the trust is includible in S’s
gross estate under section 2044 and S be-
comes the transferor of the trust under sec-
tion 2652(a)(1)(A). GC’s interest is considered
established or derived at S’s death, and be-
cause Cl1 is deceased at that time, GC is
treated as a member of the generation that
is one generation below the generation of the
transferor, S. As a result, GC is not a skip
person and the transfer to GC is not a direct
skip.

Example 4. The facts are the same as in Ex-
ample 3. However, the executor of T’s estate
makes the election under section 2652(a)(3)
(reverse QTIP election) for the entire trust.
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Therefore, T remains the transferor because,
for purposes of chapter 13 of the Internal
Revenue Code, the election to be treated as
qualified terminable interest property is
treated as if it had not been made. In this
case, GC’s interest is established or derived
on T’s death in 2002. Because Cl1 was living at
the time of T’s death, the predeceased parent
rule under section 2651(e) does not apply,
even though C1 was deceased at the time the
transfer from S to GC was subject to the tax
under chapter 11 of the Internal Revenue
Code. When the trust terminates, the dis-
tribution to GC is a taxable termination that
is subject to the GST tax to the extent the
trust has an inclusion ratio greater than
zero. See section 2642(a).

Example 5. T establishes an irrevocable
trust providing that trust income is to be
paid to T’s grandniece, GN, for 5 years or
until GN’s prior death. At the end of the 5-
year period or on GN’s prior death, the trust
is to terminate and the principal is to be dis-
tributed to GN if living, or if GN has died, to
GN’s then-living descendants, per stirpes. S
is a sibling of T and the parent of N. N is the
parent of GN. At the time of the transfer, T
has no living lineal descendant, S is living, N
is deceased, and the transfer is subject to the
gift tax imposed by chapter 12 of the Internal
Revenue Code. GN is treated as a member of
the generation that is one generation below
T’s generation because S, GN’s youngest liv-
ing lineal ancestor who is also a descendant
of T’s parent, is in T’s generation. As a re-
sult, GN is not a skip person and the transfer
to the trust is not a direct skip. In addition,
distributions to GN during the term of the
trust and at the termination of the trust will
not be GSTs.

Example 6. On January 1, 2004, T transfers
$50,000 to a great-grandniece, GGN, who is
the great-grandchild of B, a brother of T. At
the time of the transfer, T has no living lin-
eal descendants and B’s grandchild, GN, who
is a parent of GGN and a child of B’s living
child, N, is deceased. GGN will be treated as
a member of the generation that is one gen-
eration below the lower of T’s generation or
the generation assignment of GGN’s young-
est living lineal ancestor who is also a de-
scendant of the parent of the transferor. In
this case, N is GGN’s youngest living lineal
ancestor who is also a descendant of the par-
ent of T. Because N’s generation assignment
is lower than T’s generation, GGN will be
treated as a member of the generation that
is one generation below N’s generation as-
signment (i.e., GGN will be treated as a
member of her parent’s generation). As a re-
sult, GGN remains a skip person and the
transfer to GGN is a direct skip.

Example 7. T has a child, C. C and C’s
spouse, S, have a 20-year-old child, GC. C dies
and S subsequently marries S2. S2 legally
adopts GC. T transfers $100,000 to GC. Under
section 2651(b)(1), GC is assigned to the gen-
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eration that is two generations below T.
However, since GC’s parent, C, is deceased at
the time of the transfer, GC will be treated
as a member of the generation that is one
generation below T. As a result, GC is not a
skip person and the transfer to GC is not a
direct skip.

[T.D. 9214, 70 FR 41142, July 18, 2005]

§26.2651-2 Individual assigned to
more than 1 generation.

(a) In general. Except as provided in
paragraph (b) or (c) of this section, an
individual who would be assigned to
more than 1 generation is assigned to
the youngest of the generations to
which that individual would be as-
signed.

(b) Exception. Notwithstanding para-
graph (a) of this section, an adopted in-
dividual (as defined in this paragraph)
will be treated as a member of the gen-
eration that is one generation below
the adoptive parent for purposes of de-
termining whether a transfer to the
adopted individual from the adoptive
parent (or the spouse or former spouse
of the adoptive parent, or a lineal de-
scendant of a grandparent of the adop-
tive parent) is subject to chapter 13 of
the Internal Revenue Code. For pur-
poses of this paragraph (b), an adopted
individual is an individual who is—

(1) Legally adopted by the adoptive
parent;

(2) A descendant of a parent of the
adoptive parent (or the spouse or
former spouse of the adoptive parent);

(3) Under the age of 18 at the time of
the adoption; and

(4) Not adopted primarily for the pur-
pose of avoiding GST tax. The deter-
mination of whether an adoption is pri-
marily for GST tax-avoidance purposes
is made based upon all of the facts and
circumstances. The most significant
factor is whether there is a bona fide
parent/child relationship between the
adoptive parent and the adopted indi-
vidual, in which the adoptive parent
has fully assumed all significant re-
sponsibilities for the care and raising
of the adopted child. Other factors may
include (but are not limited to), at the
time of the adoption—

(i) The age of the adopted individual
(for example, the younger the age of
the adopted individual, or the age of
the youngest of siblings who are all
adopted together, the more likely the
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adoption will not be considered pri-
marily for GST tax-avoidance pur-
poses); and

(ii) The relationship between the
adopted individual and the individual’s
parents (for example, objective evi-
dence of the absence or incapacity of
the parents may indicate that the
adoption is not primarily for GST tax-
avoidance purposes).

(c) Special rules—(1) Corresponding
generation adjustment. If an individual’s
generation assignment is adjusted with
respect to a transfer in accordance
with paragraph (b) of this section, a
corresponding adjustment with respect
to that transfer is made to the genera-
tion assignment of each—

(i) Spouse or former spouse of that
individual;

(ii) Descendant of that individual;
and

(iii) Spouse or former spouse of each
descendant of that individual.

(2) Continued application of genera-
tion assignment. If a transfer to a trust
would be a generation-skipping trans-
fer but for paragraph (b) of this sec-
tion, any generation assignment deter-
mined under paragraph (b) or (c) of this
section continues to apply in deter-
mining whether any subsequent dis-
tribution from (or termination of an
interest in) the portion of the trust at-
tributable to that transfer is a genera-
tion-skipping transfer.

(d) Example. The following example
illustrates the provisions of this sec-
tion:

Example. T has a child, C. C has a 20-year-
old child, GC. T legally adopts GC and trans-
fers $100,000 to GC. GC’s generation assign-
ment is determined by section 2651(b)(1) and
GC is assigned to the generation that is two
generations below T. In addition, because T
has legally adopted GC, GC is generally
treated as a child of T under state law.
Under these circumstances, GC is an indi-
vidual who is assigned to more than one gen-
eration and the exception in §26.2651-2(b)
does not apply. Thus, the special rule under
section 2651(f)(1) applies and GC is assigned
to the generation that is two generations
below T. GC remains a skip person with re-
spect to T and the transfer to GC is a direct
skip.

[T.D. 9214, 70 FR 41142, July 18, 2005]

§26.2652-1

§26.2651-3 Effective dates.

(a) In general. The rules of §§26.2651-1
and 26.2651-2 are applicable for termi-
nations, distributions, and transfers
occurring on or after July 18, 2005.

(b) Transition rule. In the case of
transfers occurring after December 31,
1997, and before July 18, 2005, taxpayers
may rely on any reasonable interpreta-
tion of section 2651(e). For this pur-
pose, these final regulations, as well as
the proposed regulations issued on Sep-
tember 3, 2004 (69 FR 53862), are treated
as a reasonable interpretation of the
statute.

[T.D. 9214, 70 FR 41142, July 18, 2005]

§26.2652-1 Transferor defined; other
definitions.

(a) Transferor defined—(1) In general.
Except as otherwise provided in para-
graph (a)(3) of this section, the indi-
vidual with respect to whom property
was most recently subject to Federal
estate or gift tax is the transferor of
that property for purposes of chapter
13. An individual is treated as transfer-
ring any property with respect to
which the individual is the transferor.
Thus, an individual may be a trans-
feror even though there is no transfer
of property under local law at the time
the Federal estate or gift tax applies.
For purposes of this paragraph, a sur-
viving spouse is the transferor of a
qualified domestic trust created by the
deceased spouse that is included in the
surviving spouse’s gross estate, pro-
vided the trust is not subject to the
election described in §26.2652-2 (reverse
QTIP election). A surviving spouse is
also the transferor of a qualified do-
mestic trust created by the surviving
spouse pursuant to section
2056(d)(2)(B).

(2) Transfers subject to Federal estate or
gift tax. For purposes of this chapter, a
transfer is subject to Federal gift tax if
a gift tax is imposed under section
2501(a) (without regard to exemptions,
exclusions, deductions, and credits). A
transfer is subject to Federal estate
tax if the value of the property is in-
cludible in the decedent’s gross estate
as determined under section 2031 or
section 2103.

(3) Special rule for certain QTIP trusts.
Solely for purposes of chapter 13, if a
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transferor of qualified terminable in-
terest property (QTIP) elects under
§26.2652-2(a) to treat the property as if
the QTIP election had not been made
(reverse QTIP election), the identity of
the transferor of the property is deter-
mined without regard to the applica-
tion of sections 2044, 2207A, and 2519.

(4) Split-gift transfers. In the case of a
transfer with respect to which the do-
nor’s spouse makes an election under
section 2513 to treat the gift as made
one-half by the spouse, the electing
spouse is treated as the transferor of
one-half of the entire value of the prop-
erty transferred by the donor, regard-
less of the interest the electing spouse
is actually deemed to have transferred
under section 2513. The donor is treated
as the transferor of one-half of the
value of the entire property. See
§26.2632-1(c)(b) Example 3, regarding al-
location of GST exemption with re-
spect to split-gift transfers subject to
an ETIP.

(5) Examples. The following examples
illustrate the principles of this para-
graph (a):

Example 1. Identity of transferor. T transfers
$100,000 to a trust for the sole benefit of T's
grandchild. The transfer is subject to Fed-
eral gift tax because a gift tax is imposed
under section 2501(a) (without regard to ex-
emptions, exclusions, deductions, and cred-
its). Thus, for purposes of chapter 13, T is the
transferor of the $100,000. It is immaterial
that a portion of the transfer is excluded
from the total amount of T’s taxable gift by
reason of section 2503(b).

Example 2. Gift splitting and identity of trans-
feror. The facts are the same as in EXAMPLE
1, except T’s spouse, S, consents under sec-
tion 2513 to split the gift with T. For pur-
poses of chapter 13, S and T are each treated
as a transferor of $50,000 to the trust.

Example 3. Change of transferor on subse-
quent transfer tax event. T transfers $100,000
to a trust providing that all the net trust in-
come is to be paid to T’s spouse, S, for S’s
lifetime. T elects under section 2523(f) to
treat the transfer as a transfer of qualified
terminable interest property, and T does not
make the reverse QTIP election under sec-
tion 2652(a)(3). On S’s death, the trust prop-
erty is included in S’s gross estate under sec-
tion 2044. Thus, S becomes the transferor at
the time of S’s death.

Example 4. Effect of transfer of an interest in
trust on identity of the transferor. T transfers
$100,000 to a trust providing that all of the
net income is to be paid to T’s child, C, for
C’s lifetime. At C’s death, the trust property
is to be paid to T’s grandchild. C transfers
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the income interest to X, an unrelated party,
in a transfer that is a completed transfer for
Federal gift tax purposes. Because C’s trans-
fer is a transfer of a term interest in the
trust that does not affect the rights of other
parties with respect to the trust property, T
remains the transferor with respect to the
trust.

Example 5. Effect of lapse of withdrawal right
on identity of transferor. T transfers $10,000 to
a new trust providing that the trust income
is to be paid to T’s child, C, for C’s life and,
on the death of C, the trust principal is to be
paid to T’s grandchild, GC. The trustee has
discretion to distribute principal for GC’s
benefit during C’s lifetime. C has a right to
withdraw $10,000 from the trust for a 60-day
period following the transfer. Thereafter, the
power lapses. C does not exercise the with-
drawal right. The transfer by T is subject to
Federal gift tax because a gift tax is imposed
under section 2501(a) (without regard to ex-
emptions, exclusions, deductions, and cred-
its) and, thus, T is treated as having trans-
ferred the entire $10,000 to the trust. On the
lapse of the withdrawal right, C becomes a
transferor to the extent C is treated as hav-
ing made a completed transfer for purposes
of chapter 12. Therefore, except to the extent
that the amount with respect to which the
power of withdrawal lapses exceeds the
greater of $5,000 or 5% of the value of the
trust property, T remains the transferor of
the trust property for purposes of chapter 13.

Example 6. Effect of reverse QTIP election on
identity of the transferor. T establishes a tes-
tamentary trust having a principal of
$500,000. Under the terms of the trust, all
trust income is payable to T’s surviving
spouse, S, during S’s lifetime. T’s executor
makes an election to treat the trust prop-
erty as qualified terminable interest prop-
erty and also makes the reverse QTIP elec-
tion. For purposes of chapter 13, T is the
transferor with respect to the trust. On S’s
death, the then full fair market value of the
trust is includible in S’s gross estate under
section 2044. However, because of the reverse
QTIP election, S does not become the trans-
feror with respect to the trust; T continues
to be the transferor.

Example 7. Effect of reverse QTIP election on
constructive additions. The facts are the same
as in Example 6, except the inclusion of the
QTIP trust in S’s gross estate increased the
Federal estate tax liability of S’s estate by
$200,000. The estate does not exercise the
right of recovery from the trust granted
under section 2207A. Under local law, the
beneficiaries of S’s residuary estate (which
bears all estate taxes under the will) could
compel the executor to exercise the right of
recovery but do not do so. Solely for pur-
poses of chapter 13, the beneficiaries of the
residuary estate are not treated as having
made an addition to the trust by reason of
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their failure to exercise their right of recov-
ery. Because of the reverse QTIP election,
for GST purposes, the trust property is not
treated as includible in S’s gross estate and,
under those circumstances, no right of recov-
ery exists.

Example 8. Effect of reverse QTIP election on
constructive additions. S, the surviving spouse
of T, dies testate. At the time of S’s death,
S was the beneficiary of a trust with respect
to which T’s executor made a QTIP election
under section 2056(b)(7). Thus, the trust is in-
cludible in S’s gross estate under section
2044. T’s executor also made the reverse
QTIP election with respect to the trust. S’s
will provides that all death taxes payable
with respect to the trust are payable from
S’s residuary estate. Since the transferor of
the property is determined without regard to
section 2044 and section 2207A, S is not treat-
ed as making a constructive addition to the
trust by reason of the tax apportionment
clause in S’s will.

Example 9. Split-gift transfers. T transfers
$100,000 to an inter vivos trust that provides
T with an annuity payable for ten years or
until T’s prior death. The annuity satisfies
the definition of a qualified interest under
section 2702(b). When the trust terminates,
the corpus is to be paid to T’s grandchild,
GC. T’s spouse, S, consents under section
2513 to have the gift treated as made one-half
by S. Under section 2513, only the actuarial
value of the gift to GC is eligible to be treat-
ed as made one-half by S. However, because
S is treated as the donor of one-half of the
gift to GC, S becomes the transferor of one-
half of the entire trust ($50,000) for purposes
of Chapter 13.

(b) Trust defined—(1) In general. A
trust includes any arrangement (other
than an estate) that has substantially
the same effect as a trust. Thus, for ex-
ample, arrangements involving life es-
tates and remainders, estates for years,
and insurance and annuity contracts
are trusts. Generally, a transfer as to
which the identity of the transferee is
contingent upon the occurrence of an
event is a transfer in trust; however, a
transfer of property included in the
transferor’s gross estate, as to which
the identity of the transferee is contin-
gent upon an event that must occur
within 6 months of the transferor’s
death, is not considered a transfer in
trust solely by reason of the existence
of the contingency.

(2) Examples. The following examples
illustrate the provisions of this para-
graph (b):

Example 1. Uniform gifts to minors transfers.
T transfers cash to an account in the name

§26.2652-2

of T’s child, C, as custodian for C’s child, GC
(who is a minor), under a state statute sub-
stantially similar to the Uniform Gifts to
Minors Act. For purposes of chapter 13, the
transfer to the custodial account is treated
as a transfer to a trust.

Example 2. Contingent transfers. T bequeaths
$200,000 to T’s child, C, provided that if C
does not survive T by more than 6 months,
the bequest is payable to T’s grandchild, GC.
C dies 4 months after T. The bequest is not
a transfer in trust because the contingency
that determines the recipient of the bequest
must occur within 6 months of T’s death.
The bequest to GC is a direct skip.

Example 3. Contingent transfers. The facts
are the same as in Example 2, except C must
survive T by 18 months to take the bequest.
The bequest is a transfer in trust for pur-
poses of chapter 13, and the death of C is a
taxable termination.

(c) Trustee defined. The trustee of a
trust is the person designated as trust-
ee under local law or, if no such person
is so designated, the person in actual
or constructive possession of property
held in trust.

(d) Erecutor defined. For purposes of
chapter 13, the executor is the executor
or administrator of the decedent’s es-
tate. However, if no executor or admin-
istrator is appointed, qualified or act-
ing within the United States, the ex-
ecutor is the fiduciary who is primarily
responsible for payment of the dece-
dent’s debts and expenses. If there is no
such executor, administrator or fidu-
ciary, the executor is the person in ac-
tual or constructive possession of the
largest portion of the value of the dece-
dent’s gross estate.

(e) Interest in trust. See §26.2612-1(e)
for the definition of interest in trust.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
296564, June 12, 1996, as amended by T.D. 8720,
62 FR 27498, May 20, 1997]

§26.2652-2 Special election for quali-
fied terminable interest property.

(a) In general. If an election is made
to treat property as qualified ter-
minable interest property (QTIP) under
section 2523(f) or section 2056(b)(7), the
person making the election may, for
purposes of chapter 13, elect to treat
the property as if the QTIP election
had not been made (reverse QTIP elec-
tion). An election under this section is
irrevocable. An election under this sec-
tion is not effective unless it is made
with respect to all of the property in
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the trust to which the QTIP election
applies. See, however, §26.2654-1(b)(1).
Property that qualifies for a deduction
under section 2056(b)(5) is not eligible
for the election under this section.

(b) Time and manner of making elec-
tion. An election under this section is
made on the return on which the QTIP
election is made. If a protective QTIP
election is made, no election under this
section is effective unless a protective
reverse QTIP election is also made.

(¢) Transitional rule. If a reverse QTIP
election is made with respect to a trust
prior to December 27, 1995, and GST ex-
emption has been allocated to that
trust, the transferor (or the trans-
feror’s executor) may elect to treat the
trust as two separate trusts, one of
which has a zero inclusion ratio by rea-
son of the transferor’s GST exemption
previously allocated to the trust. The
separate trust with the zero inclusion
ratio consists of that fractional share
of the value of the entire trust equal to
the value of the nontax portion of the
trust under §26.2642-4(a). The reverse
QTIP election is treated as applying
only to the trust with the zero inclu-
sion ratio. An election under this para-
graph (c) is made by attaching a state-
ment to a copy of the return on which
the reverse QTIP election was made
under section 2652(a)(3). The statement
must indicate that an election is being
made to treat the trust as two separate
trusts and must identify the values of
the two separate trusts. The statement
is to be filed in the same place in which
the original return was filed and must
be filed before June 24, 1996. A trust
subject to the election described in this
paragraph is treated as a trust that
was created by two transferors. See
§26.2654-1(a)(2) for special rules involv-
ing trusts with multiple transferors.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. Special (reverse QTIP) election
under section 2652(a)(3). T transfers $1,000,000
to a trust providing that all trust income is
to be paid to T’s spouse, S, for S’s lifetime.
On S’s death, the trust principal is payable
to GC, a grandchild of S and T. T elects to
treat all of the transfer as a transfer of QTIP
and also makes the reverse QTIP election for
all of the property. Because of the reverse
QTIP election, T continues to be treated as
the transferor of the property after S’s death
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for purposes of chapter 13. A taxable termi-
nation rather than a direct skip occurs on
S’s death.

Example 2. Election under transition rule. In
1994, T died leaving $4 million in trust for the
benefit of T’s surviving spouse, S. On Janu-
ary 16, 1995, T’s executor filed T’s Form 706
on which the executor elects to treat the en-
tire trust as qualified terminable interest
property. The executor also makes a reverse
QTIP election. The reverse QTIP election is
effective with respect to the entire trust
even though T’s executor could allocate only
$1 million of GST exemption to the trust. T's
executor may elect to treat the trust as two
separate trusts, one having a value of 25% of
the value of the single trust and an inclusion
ratio of zero, but only if the election is made
prior to June 24, 1996. If the executor makes
the transitional election, the other separate
trust, having a value of 756% of the value of
the single trust and an inclusion ratio of
one, is not treated as subject to the reverse
QTIP election.

Example 3. Denominator of the applicable
fraction of QTIP trust. T bequeaths $1,500,000
to a trust in which T’s surviving spouse, S,
receives an income interest for life. Upon the
death of S, the property is to remain in trust
for the benefit of C, the child of T and S.
Upon C’s death, the trust is to terminate and
the trust property paid to the descendants of
C. The bequest qualifies for the estate tax
marital deduction under section 2056(b)(7) as
QTIP. The executor does not make the re-
verse QTIP election under section 2652(a)(3).
As a result, S becomes the transferor of the
trust at S’s death when the value of the
property in the QTIP trust is included in S’s
gross estate under section 2044. For purposes
of computing the applicable fraction with re-
spect to the QTIP trust upon S’s death, the
denominator of the fraction is reduced by
any Federal estate tax (whether imposed
under section 2001, 2101 or 2056A(b)) and State
death tax attributable to the trust property
that is actually recovered from the trust.

§26.2653-1 Taxation of multiple skips.

(a) General rule. If property is held in
trust immediately after a GST, solely
for purposes of determining whether fu-
ture events involve a skip person, the
transferor is thereafter deemed to oc-
cupy the generation immediately
above the highest generation of any
person holding an interest in the trust
immediately after the transfer. If no
person holds an interest in the trust
immediately after the GST, the trans-
feror is treated as occupying the gen-
eration above the highest generation of
any person in existence at the time of
the GST who then occupies the highest
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generation level of any person who
may subsequently hold an interest in
the trust. See §26.2612-1(e) for rules de-
termining when a person has an inter-
est in property held in trust.

(b) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. T transfers property to an irrev-
ocable trust for the benefit of T’s grandchild,
GC, and great-grandchild, GGC. During GC’s
life, the trust income may be distributed to
GC and GGC in the trustee’s absolute discre-
tion. At GC’s death, the trust property
passes to GGC. Both GC and GGC have an in-
terest in the trust for purposes of chapter 13.
The transfer by T to the trust is a direct
skip, and the property is held in trust imme-
diately after the transfer. After the direct
skip, the transferor is treated as being one
generation above GC, the highest generation
individual having an interest in the trust.
Therefore, GC is no longer a skip person and
distributions to GC are not taxable distribu-
tions. However, because GGC occupies a gen-
eration that is two generations below the
deemed generation of T, GGC is a skip person
and distributions of trust income to GGC are
taxable distributions.

Example 2. T transfers property to an irrev-
ocable trust providing that the income is to
be paid to T’s child, C, for life. At C’s death,
the trust income is to be accumulated for 10
years and added to principal. At the end of
the 10-year accumulation period, the trust
income is to be paid to T’s grandchild, GC,
for life. Upon GC’s death, the trust property
is to be paid to T’s great-grandchild, GGC, or
to GGC’s estate. A GST occurs at C’s death.
Immediately after C’s death and during the
10-year accumulation period, no person has
an interest in the trust within the meaning
of section 2652(c) and §26.2612-1(e) because no
one can receive current distributions of in-
come or principal. Immediately after C’s
death, T is treated as occupying the genera-
tion above the generation of GC (the trust
beneficiary in existence at the time of the
GST who then occupies the highest genera-
tion level of any person who may subse-
quently hold an interest in the trust). Thus,
subsequent income distributions to GC are
not taxable distributions.

§26.2654-1 Certain trusts treated as
separate trusts.

(a) Single trust treated as separate
trusts—(1) Substantially separate and
independent shares—(i) In general. If a
single trust consists solely of substan-
tially separate and independent shares
for different beneficiaries, the share at-
tributable to each beneficiary (or group
of beneficiaries) is treated as a sepa-
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rate trust for purposes of Chapter 13.
The phrase ‘‘substantially separate and
independent shares’ generally has the
same meaning as provided in §1.663(c)-
3. However, except as provided in para-
graph (a)(1)(iii) of this section, a por-
tion of a trust is not a separate share
unless such share exists from and at all
times after the creation of the trust.
For purposes of this paragraph (a)(1), a
trust is treated as created at the date
of death of the grantor if the trust is
includible in its entirety in the
grantor’s gross estate for Federal es-
tate tax purposes. Further, except with
respect to shares or trusts that are
treated as separate trusts under local
law, treatment of a single trust as sep-
arate trusts under this paragraph (a)(1)
does not permit treatment of those
portions as separate trusts for purposes
of filing returns and payment of tax or
for purposes of computing any other
tax imposed under the Internal Rev-
enue Code. Also, additions to, and dis-
tributions from, such trusts are allo-
cated pro rata among the separate
trusts, unless the governing instru-
ment expressly provides otherwise. See
§26.2642-6 and paragraph (b) of this sec-
tion regarding the treatment, for pur-
poses of Chapter 13, of separate trusts
resulting from the discretionary sever-
ance of a single trust.

(ii) Certain pecuniary amounts. For
purposes of this section, if a person
holds the current right to receive a
mandatory (i.e., nondiscretionary and
noncontingent) payment of a pecuniary
amount at the death of the transferor
from an inter vivos trust that is in-
cludible in the transferor’s gross es-
tate, or a testamentary trust, the pecu-
niary amount is a separate and inde-
pendent share if—

(A) The trustee is required to pay ap-
propriate interest (as defined in
§26.2642-2(b)(4)(i) and (ii)) to the person;
and

(B) If the pecuniary amount is pay-
able in kind on the basis of value other
than the date of distribution value of
the assets, the trustee is required to al-
locate assets to the pecuniary payment
in a manner that fairly reflects net ap-
preciation or depreciation in the value
of the assets in the fund available to
pay the pecuniary amount measured
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from the valuation date to the date of
payment.

(iii) Mandatory severances. For pur-
poses of this section, if the governing
instrument of a trust requires the divi-
sion or severance of a single trust into
separate trusts upon the future occur-
rence of a particular event not within
the discretion of the trustee or any
other person, and if the trusts resulting
from such a division or severance are
recognized as separate trusts under ap-
plicable state law, then each resulting
trust is treated as a separate trust for
purposes of Chapter 13. For this pur-
pose, the rules of paragraph (b)(1)(ii)(C)
of this section apply with respect to
the severance and funding of the
trusts. Similarly, if the governing in-
strument requires the division of a sin-
gle trust into separate shares under the
circumstances described in this para-
graph, each such share is treated as a
separate trust for purposes of Chapter
13. The post-severance treatment of the
resulting shares or trusts as separate
trusts for GST tax purposes generally
permits the allocation of GST tax ex-
emption, the making of various elec-
tions permitted for GST tax purposes,
and the occurrence of a taxable dis-
tribution or termination with regard to
a particular resulting share or trust,
with no GST tax impact on any other
trust or share resulting from that sev-
erance. The treatment of a single trust
as separate trusts under this paragraph
(a)(1), however, does not permit treat-
ment of those portions as separate
trusts for purposes of filing returns and
payment of tax or for purposes of com-
puting any other tax imposed under
the Internal Revenue Code, if those
portions are not treated as separate
trusts under local law. Also, additions
to, and distributions from, such trusts
are allocated pro rata among the sepa-
rate trusts, unless the governing in-
strument expressly provides otherwise.
Each separate share and each trust re-
sulting from a mandatory division or
severance described in this paragraph
will have the same inclusion ratio im-
mediately after the severance as that
of the original trust immediately be-
fore the division or severance.

(2) Multiple transferors with respect to
single trust—(i) In general. If there is
more than one transferor with respect

26 CFR Ch. | (4-1-13 Edition)

to a trust, the portions of the trust at-
tributable to the different transferors
are treated as separate trusts for pur-
poses of chapter 13. Treatment of a sin-
gle trust as separate trusts under this
paragraph (a)(2) does not permit treat-
ment of those portions as separate
trusts for purposes of filing returns and
payment of tax or for purposes of com-
puting any other tax imposed under
the Internal Revenue Code. Also, addi-
tions to, and distributions from, such
trusts are allocated pro rata among the
separate trusts unless otherwise ex-
pressly provided in the governing in-
strument.

(ii) Addition by a transferor. If an indi-
vidual makes an addition to a trust of
which the individual is not the sole
transferor, the portion of the single
trust attributable to each separate
trust is determined by multiplying the
fair market value of the single trust
immediately after the contribution by
a fraction. The numerator of the frac-
tion is the value of the separate trust
immediately after the contribution.
The denominator of the fraction is the
fair market value of all the property in
the single trust immediately after the
transfer.

(3) Severance of a single trust. A single
trust treated as separate trusts under
paragraphs (a)(1) or (2) of this section
may be divided at any time into sepa-
rate trusts to reflect that treatment.
For this purpose, the rules of para-
graph (b)(1)(ii)(C) of this section apply
with respect to the severance and fund-
ing of the severed trusts.

(4) Allocation of exemption—(@{i) In gen-
eral. With respect to a separate share
treated as a separate trust under para-
graph (a)(1) or (2) of this section, an in-
dividual’s GST exemption is allocated
to the separate trust. See §26.2632-1 for
rules concerning the allocation of GST
exemption.

(ii) Automatic allocation to direct skips.
If the transfer is a direct skip to a
trust that occurs during the trans-
feror’s lifetime and is treated as a
transfer to separate trusts under para-
graphs (a)(1) or (a)(2) of this section,
the transferor’s GST exemption not
previously allocated is automatically
allocated on a pro rata basis among the
separate trusts. The transferor may
prevent an automatic allocation of
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GST exemption to a separate share of a
single trust by describing on a timely-
filed United States Gift (and Genera-
tion-Skipping Transfer) Tax Return
(Form 709) the transfer and the extent
to which the automatic allocation is
not to apply to a particular share. See
§26.2632-1(b) for rules for avoiding the
automatic allocation of GST exemp-
tion.

(5) Examples. The following examples
illustrate the principles of this section
(a):

Example 1. Separate shares as separate trusts.
T transfers $100,000 to a trust under which in-
come is to be paid in equal shares for 10
years to T’s child, C, and T’s grandchild, GC
(or their respective estates). The trust does
not permit distributions of principal during
the term of the trust. At the end of the 10-
year term, the trust principal is to be dis-
tributed to C and GC in equal shares. The
shares of C and GC in the trust are separate
and independent and, therefore, are treated
as separate trusts. The result would not be
the same if the trust permitted distributions
of principal unless the distributions could
only be made from a one-half separate share
of the initial trust principal and the
distributee’s future rights with respect to
the trust are correspondingly reduced. T
may allocate part of T's GST exemption
under section 2632(a) to the share held for
the benefit of GC.

Example 2. Separate share rule inapplicable.
The facts are the same as in Example 1, ex-
cept the trustee holds the discretionary
power to distribute the income in any pro-
portion between C and GC during the last
year of the trust. The shares of C and GC in
the trust are not separate and independent
shares throughout the entire term of the
trust and, therefore, are not treated as sepa-
rate trusts for purposes of chapter 13.

Example 3. Pecuniary payment as separate
share. T creates a lifetime revocable trust
providing that on T’s death $500,000 is pay-
able to T’s spouse, S, with the balance of the
principal to be held for the benefit of T’s
grandchildren. The value of the trust is in-
cludible in T’s gross estate upon T’s death.
Under the terms of the trust, the payment to
S is required to be made in cash, and under
local law S is entitled to receive interest on
the payment at an annual rate of 6 percent,
commencing immediately upon T’s death.
For purposes of chapter 13, the trust is treat-
ed as created at T’s death, and the $500,000
payable to S from the trust is treated as a
separate share. The result would be the same
if the payment to S could be satisfied using
noncash assets at their value on the date of
distribution. Further, the result would be
the same if the decedent’s probate estate
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poured over to the revocable trust on the de-
cedent’s death and was then distributed in
accordance with the terms of the trust.

Example 4. Pecuniary payment not treated as
separate share. The facts are the same as in
Example 3, except the bequest to S is to be
paid in noncash assets valued at their values
as finally determined for Federal estate tax
purposes. Neither the trust instrument nor
local law requires that the assets distributed
in satisfaction of the bequest fairly reflect
net appreciation or depreciation in all the
assets from which the bequest may be fund-
ed. S’s $500,000 bequest is not treated as a
separate share and the trust is treated as a
single trust for purposes of chapter 13.

Example 5. Multiple transferors to single
trust. A transfers $100,000 to an irrevocable
generation-skipping trust; B simultaneously
transfers $50,000 to the same trust. As of the
time of the transfers, the single trust is
treated as two trusts for purposes of chapter
13. Because A contributed %3 of the value of
the initial corpus, 25 of the single trust prin-
cipal is treated as a separate trust created
by A. Similarly, because B contributed Vs of
the value of the initial corpus, Y5 of the sin-
gle trust is treated as a separate trust cre-
ated by B. A or B may allocate their GST ex-
emption under section 2632(a) to the respec-
tive separate trusts.

Example 6. Additional contributions. A trans-
fers $100,000 to an irrevocable generation-
skipping trust; B simultaneously transfers
$50,000 to the same trust. When the value of
the single trust has increased to $180,000, A
contributes an additional $60,000 to the trust.
At the time of the additional contribution,
the portion of the single trust attributable
to each grantor’s separate trust must be re-
determined. The portion of the single trust
attributable to A’s separate trust imme-
diately after the contribution is 34 (((2/3 x
$180,000) + $60,000)/$240,000). The portion at-
tributable to B’s separate trust after A’s ad-
dition is Va.

Example 7. Distributions from a separate
share. The facts are the same as in Example 6,
except that, after A’s second contribution,
$560,000 is distributed to a beneficiary of the
trust. Absent a provision in the trust instru-
ment that charges the distribution against
the contribution of either A or B, 3 of the
distribution is treated as made from the sep-
arate trust of which A is the transferor and
Y4 from the separate trust of which B is the
transferor.

Example 8. Subsequent mandatory division
into separate trusts. T creates an irrevocable
trust that provides the trustee with the dis-
cretionary power to distribute income or
corpus to T’s children and grandchildren.
The trust provides that, when T’s youngest
child reaches age 21, the trust will be divided
into separate shares, one share for each child
of T. The income from a respective child’s
share will be paid to the child during the
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child’s life, with the remainder passing on
the child’s death to such child’s children
(grandchildren of T). The separate shares
that come into existence when the youngest
child reaches age 21 will be recognized as of
that date as separate trusts for purposes of
Chapter 13. The inclusion ratio of the sepa-
rate trusts will be identical to the inclusion
ratio of the trust before the severance. Any
allocation of GST tax exemption to the trust
after T’s youngest child reaches age 21 may
be made to any one or more of the separate
shares. The result would be the same if the
trust instrument provided that the trust was
to be divided into separate trusts when T’s
youngest child reached age 21, provided that
the severance and funding of the separate
trusts meets the requirements of this sec-
tion.

(b) Division of a trust included in the
gross estate—(1) In general. The sever-
ance of a trust that is included in the
transferor’s gross estate (or created
under the transferor’s will) into two or
more trusts is recognized for purposes
of chapter 13 if—

(i) The trust is severed pursuant to a
direction in the governing instrument
providing that the trust is to be di-
vided upon the death of the transferor;
or

(ii) The governing instrument does
not require or otherwise direct sever-
ance but the trust is severed pursuant
to discretionary authority granted ei-
ther under the governing instrument or
under local law; and

(A) The terms of the new trusts pro-
vide in the aggregate for the same suc-
cession of interests and beneficiaries as
are provided in the original trust;

(B) The severance occurs (or a ref-
ormation proceeding, if required, is
commenced) prior to the date pre-
scribed for filing the Federal estate tax
return (including extensions actually
granted) for the estate of the trans-
feror; and

(C) Either—

(I) The new trusts are severed on a
fractional basis. If severed on a frac-
tional basis, the separate trusts need
not be funded with a pro rata portion
of each asset held by the undivided
trust. The trusts may be funded on a
nonpro rata basis provided funding is
based on either the fair market value
of the assets on the date of funding or
in a manner that fairly reflects the net
appreciation or depreciation in the
value of the assets measured from the
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valuation date to the date of funding;
or

(2) If the severance is required (by
the terms of the governing instrument)
to be made on the basis of a pecuniary
amount, the pecuniary payment is sat-
isfied in a manner that would meet the
requirements of paragraph (a)(1)(ii) of
this section if it were paid to an indi-
vidual.

(2) Special rule. If a court order sev-
ering the trust has not been issued at
the time the Federal estate tax return
is filed, the executor must indicate on
a statement attached to the return
that a proceeding has been commenced
to sever the trust and describe the
manner in which the trust is proposed
to be severed. A copy of the petition or
other instrument used to commence
the proceeding must also be attached
to the return. If the governing instru-
ment of a trust or local law authorizes
the severance of the trust, a severance
pursuant to that authorization is treat-
ed as meeting the requirement of para-
graph (b)(1)(ii)(B) of this section if the
executor indicates on the Federal es-
tate tax return that separate trusts
will be created (or funded) and clearly
sets forth the manner in which the
trust is to be severed and the separate
trusts funded.

(3) Allocation of exemption. An individ-
ual’s GST exemption under §2632 may
be allocated to the separate trusts cre-
ated pursuant to this section at the
discretion of the executor or trustee.

(4) Examples. The following examples
illustrate the provisions of this section
(o):

Example 1. Severance of single trust. T’s will
establishes a testamentary trust providing
that income is to be paid to T’s spouse for
life. At the spouse’s death, one-half of the
corpus is to be paid to T’s child, C, or C’s es-
tate (if C fails to survive the spouse) and
one-half of the corpus is to be paid to T’s
grandchild, GC, or GC’s estate (if GC fails to
survive the spouse). If the requirements of
paragraph (b) of this section are otherwise
satisfied, T’s executor may divide the testa-
mentary trust equally into two separate
trusts, one trust providing an income inter-
est to spouse for life with remainder to C,
and the other trust with an income interest
to spouse for life with remainder to GC. Fur-
thermore, if the requirements of paragraph
(b) of this section are satisfied, the executor
or trustee may further divide the trust for
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the benefit of GC. GST exemption may be al-
located to any of the divided trusts.

Example 2. Severance of revocable trust. T
creates an inter vivos revocable trust pro-
viding that, at T’s death and after payment
of all taxes and administration expenses, the
remaining corpus will be divided into two
trusts. One trust, for the benefit of T’s
spouse, is to be funded with the smallest
amount that, if qualifying for the marital
deduction, will reduce the estate tax to zero.
The other trust, for the benefit of T’s de-
scendants, is to be funded with the balance
of the revocable trust corpus. The trust cor-
pus is includible in T’s gross estate. Each
trust is recognized as a separate trust for
purposes of chapter 13.

Example 3. Formula severance. T’s will es-
tablishes a testamentary marital trust
(Trust) that meets the requirements of quali-
fied terminable interest property (QTIP) if
an election under section 2056(b)(7) is made.
Trust provides that all trust income is to be
paid to T’s spouse for life. On the spouse’s
death, the trust corpus is to be held in fur-
ther trust for the benefit of T’s then-living
descendants. On T’s date of death in January
of 2004, T’s unused GST tax exemption is
$1,200,000, and T’s will includes $200,000 of be-
quests to T’s grandchildren. Prior to the due
date for filing the Form 706, ‘‘United States
Estate (and Generation-Skipping Transfer)
Tax Return,” for T’s estate, T’s executor,
pursuant to applicable state law, divides
Trust into two separate trusts, Trust 1 and
Trust 2. Trust 1 is to be funded with that
fraction of the Trust assets, the numerator
of which is $1,000,000, and the denominator of
which is the value of the Trust assets as fi-
nally determined for federal estate tax pur-
poses. Trust 2 is to be funded with that frac-
tion of the Trust assets, the numerator of
which is the excess of the Trust assets over
$1,000,000, and the denominator of which is
the value of the Trust assets as finally deter-
mined for federal estate tax purposes. On the
Form 706 filed for the estate, T’s executor
makes a QTIP election under section
2056(b)(7) with respect to Trust 1 and Trust 2
and a ‘“‘reverse’” QTIP election under section
2652(a)(3) with respect to Trust 1. Further,
T’s executor allocates $200,000 of T’s avail-
able GST tax exemption to the bequests to
T’s grandchildren, and the balance of T’s ex-
emption ($1,000,000) to Trust 1. If the require-
ments of paragraph (b) of this section are
otherwise satisfied, Trust 1 and Trust 2 are
recognized as separate trusts for GST tax
purposes. Accordingly, the ‘‘reverse” QTIP
election and allocation of GST tax exemp-
tion with respect to Trust 1 are recognized
and effective for generation-skipping trans-
fer tax purposes.

(c) Cross reference. For rules applica-
ble to the qualified severance of trusts
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(whether or not includible in the trans-
feror’s gross estate), see §26.2642-6.

(d) Effective date. Paragraph (a)(1)@),
paragraph (a)(1)(iii), and Erample 8 of
paragraph (a)(b) apply to severances oc-
curring on or after September 2, 2008.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996, as amended at 61 FR
43656, Aug. 26, 1996; T.D. 9348, 72 FR 42297,
Aug. 2, 2007; T.D. 9421, 73 FR 44652, July 31,
2008]

§26.2662-1 Generation-skipping trans-
fer tax return requirements.

(a) In general. Chapter 13 imposes a
tax on generation-skipping transfers
(as defined in section 2611). The re-
quirements relating to the return of
tax depend on the type of generation-
skipping transfer involved. This sec-
tion contains rules for filing the re-
quired tax return. Paragraph (c)(2) of
this section provides special rules con-
cerning the return requirements for
generation-skipping transfers pursuant
to certain trust arrangements (as de-
fined in paragraph (c)(2)(ii) of this sec-
tion), such as life insurance policies
and annuities.

(b) Form of return—(1) Taxable dis-
tributions. Form 706GS(D) must be filed
in accordance with its instructions for
any taxable distribution (as defined in
section 2612(b)). The trust involved in a
transfer described in the preceding sen-
tence must file Form 706GS(D-1) in ac-
cordance with its instructions. A copy
of Form 706GS(D-1) shall be sent to
each distributee.

(2) Tazable terminations. Form
706G:S(T) must be filed in accordance
with its instructions for any taxable
termination (as defined in section
2612(a)).

(3) Direct skip—(i) Inter wvivos direct
skips. Form 709 must be filed in accord-
ance with its instructions for any di-
rect skip (as defined in section 2612(c))
that is subject to chapter 12 and occurs
during the life of the transferor.

(ii) Direct skips occurring at death—(A)
In general. Form 706 or Form 706NA
must be filed in accordance with its in-
structions for any direct skips (as de-
fined in section 2612(c)) that are subject
to chapter 11 and occur at the death of
the decedent.

(B) Direct skips payable from a trust.
Schedule R-1 of Form 706 must be filed
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in accordance with its instructions for
any direct skip from a trust if such di-
rect skip is subject to chapter 11. See
paragraph (c)(2) of this section for spe-
cial rules relating to the person liable
for tax and required to make the re-
turn under certain circumstances.

(c) Person liable for tax and required to
make return—(1) In general. Except as
otherwise provided in this section, the
following person is liable for the tax
imposed by section 2601 and must make
the required tax return—

(i) The transferee in a taxable dis-
tribution (as defined in section 2612(b));

(ii) The trustee in the case of a tax-
able termination (as defined in section
2612(a));

(iii) The transferor (as defined in sec-
tion 2652(a)(1)(B)) in the case of an
inter vivos direct skip (as defined in
section 2612(c));

(iv) The trustee in the case of a di-
rect skip from a trust or with respect
to property that continues to be held
in trust; or

(v) The executor in the case of a di-
rect skip (other than a direct skip de-
scribed in paragraph (c)(1)(iv) of this
section) if the transfer is subject to
chapter 11. See paragraph (c)(2) of this
section for special rules relating to di-
rect skips to or from certain trust ar-
rangements (as defined in paragraph
(c)(2)(ii) of this section).

(2) Special rule for direct skips occur-
ring at death with respect to property
held in trust arrangements—(i) In gen-
eral. In the case of certain property
held in a trust arrangement (as defined
in paragraph (c)(2)(ii) of this section)
at the date of death of the transferor,
the person who is required to make the
return and who is liable for the tax im-
posed by chapter 13 is determined
under paragraphs (c¢)(2)(iii) and (iv) of
this section.

(i1) Trust arrangement defined. For
purposes of this section, the term trust
arrangement includes any arrangement
(other than an estate) which, although
not an explicit trust, has the same ef-
fect as an explicit trust. For purposes
of this section, the term ‘‘explicit
trust” means a trust described in
§301.7701-4(a).

(iii) Executor’s liability in the case of
transfers with respect to decedents dying
on or after June 24, 1996 if the transfer is
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less than $250,000. In the case of a direct
skip occurring at death, the executor
of the decedent’s estate is liable for the
tax imposed on that direct skip by
chapter 13 and is required to file Form
706 or Form T7T06NA (and not Schedule
R-1 of Form 706) if, at the date of the
decedent’s death—

(A) The property involved in the di-
rect skip is held in a trust arrange-
ment; and

(B) The total value of the property
involved in direct skips with respect to
the trustee of that trust arrangement
is less than $250,000.

(iv) Executor’s liability in the case of
transfers with respect to decedents dying
prior to June 24, 1996 if the transfer is less
than $100,000. In the case of a direct
skip occurring at death with respect to
a decedent dying prior to June 24, 1996,
the rule in paragraph (c)(2)(iii) of this
section that imposes liability upon the
executor applies only if the property
involved in the direct skip with respect
to the trustee of the trust arrange-
ment, in the aggregate, is less than
$100,000.

(v) Executor’s right of recovery. In
cases where the rules of paragraphs
(c)(2)(iii) and (iv) of this section impose
liability for the generation-skipping
transfer tax on the executor, the execu-
tor is entitled to recover from the
trustee (if the property continues to be
held in trust) or from the recipient of
the property (in the case of a transfer
from a trust), the generation-skipping
transfer tax attributable to the trans-
fer.

(vi) Examples. The following examples
illustrate the application of this para-
graph (c)(2) with respect to decedents
dying on or after June 24, 1996:

Example 1. Insurance proceeds less than
$250,000. On August 1, 1997, T, the insured
under an insurance policy, died. The pro-
ceeds ($200,000) were includible in T’s gross
estate for Federal estate tax purposes. T’s
grandchild, GC, was named the sole bene-
ficiary of the policy. The insurance policy is
treated as a trust under section 2652(b)(1),
and the payment of the proceeds to GC is a
transfer from a trust for purposes of chapter
13. Therefore, the payment of the proceeds to
GC is a direct skip. Since the proceeds from
the policy ($200,000) are less than $250,000, the
executor is liable for the tax imposed by
chapter 13 and is required to file Form 706.

Example 2. Aggregate insurance proceeds of
$250,000 or more. Assume the same facts as in
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Example 1, except T is the insured under two
insurance policies issued by the same insur-
ance company. The proceeds ($150,000) from
each policy are includible in T’s gross estate
for Federal estate tax purposes. T’s grand-
child, GC1, was named the sole beneficiary of
Policy 1, and T’s other grandchild, GC2, was
named the sole beneficiary of Policy 2. GC1
and GC2 are skip persons (as defined in sec-
tion 2613). Therefore, the payments of the
proceeds are direct skips. Since the total
value of the policies ($300,000) exceeds
$250,000, the insurance company is liable for
the tax imposed by chapter 13 and is required
to file Schedule R-1 of Form 706.

Example 3. Insurance proceeds of $250,000 or
more held by insurance company. On August 1,
1997, T, the insured under an insurance pol-
icy, dies. The policy provides that the insur-
ance company shall make monthly payments
of $750 to GC, T’s grandchild, for life with the
remainder payable to T’s great grandchild,
GGC. The face value of the policy is $300,000.
Since the proceeds continue to be held by the
insurance company (the trustee), the pro-
ceeds are treated as if they were transferred
to a trust for purposes of chapter 13. The
trust is a skip person (as defined in section
2613(a)(2)) and the transfer is a direct skip.
Since the total value of the policy ($300,000)
exceeds $250,000, the insurance company is
liable for the tax imposed by chapter 13 and
is required to file Schedule R-1 of Form 706.

Example 4. Insurance proceeds less than
$250,000 held by insurance company. Assume
the same facts as in Example 3, except the
policy provides that the insurance company
shall make monthly payments of $500 to GC
and that the face value of the policy is
$200,000. The transfer is a transfer to a trust
for purposes of chapter 13. However, since
the total value of the policy ($200,000) is less
than $250,000, the executor is liable for the
tax imposed by chapter 13 and is required to
file Form 706.

Example 5. On August 1, 1997, A, the insured
under a life insurance policy, dies. The insur-
ance proceeds on A’s life that are payable
under policies issued by Company X are in
the aggregate amount of $200,000 and are in-
cludible in A’s gross estate. Because the pro-
ceeds are includible in A’s gross estate, the
generation-skipping transfer that occurs
upon A’s death, if any, will be a direct skip
rather than a taxable distribution or a tax-
able termination. Accordingly, because the
aggregate amount of insurance proceeds with
respect to Company X is less than $250,000,
Company X may pay the proceeds without
regard to whether the beneficiary is a skip
person in relation to the decedent-transferor.

(3) Limitation on personal liability of
trustee. Except as provided in para-
graph (c)(3)(iii) of this section, a trust-
ee is not personally liable for any in-
creases in the tax imposed by section
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2601 which is attributable to the fact
that—

(i) A transfer is made to the trust
during the life of the transferor for
which a gift tax return is not filed; or

(ii) The inclusion ratio with respect
to the trust, determined by reference
to the transferor’s gift tax return, is
erroneous, the actual inclusion ratio
being greater than the reported inclu-
sion ratio.

(iii) This paragraph (c)(3) does not
apply if the trustee has or is deemed to
have knowledge of facts sufficient to
reasonably conclude that a gift tax re-
turn was required to be filed or that
the inclusion ratio is erroneous. A
trustee is deemed to have knowledge of
such facts if the trustee’s agent, em-
ployee, partner, or co-trustee has
knowledge of such facts.

(4) Exceptions—(i) Legal or mental in-
capacity. If a distributee is legally or
mentally incapable of making a return,
the return may be made for the dis-
tributee by the distributee’s guardian
or, if no guardian has been appointed,
by a person charged with the care of
the distributee’s person or property.

(ii) Returns made by fiduciaries. See
section 6012(b) for a fiduciary’s respon-
sibilities regarding the returns of dece-
dents, returns of persons under a dis-
ability, returns of estates and trusts,
and returns made by joint fiduciaries.

(d) Time and manner of filing return—
(1) In general. Forms 706, T06NA,
706GS(D), 706GS(D-1), T06GS(T), 1709,
and Schedule R-1 of Form 706 must be
filed with the Internal Revenue Service
office with which an estate or gift tax
return of the transferor must be filed.
The return shall be filed—

(i) Direct skip. In the case of a direct
skip, on or before the date on which an
estate or gift tax return is required to
be filed with respect to the transfer
(see section 6075(b)(3)); and

(i1) Other transfers. In all other cases,
on or before the 15th day of the 4th
month after the close of the calendar
year in which such transfer occurs. See
paragraph (d)(2) of this section for an
exception to this rule when an election
is made under section 2624(c) to value
property included in certain taxable
terminations in accordance with sec-
tion 2032.
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(2) Exception for alternative valuation
of taxable termination. In the case of a
taxable termination with respect to
which an election is made under sec-
tion 2624(c) to value property in accord-
ance with section 2032, a Form
706GS(T) must be filed on or before the
156th day of the 4th month after the
close of the calendar year in which the
taxable termination occurred, or on or
before the 10th month following the
month in which the death that resulted
in the taxable termination occurred,
whichever is later.

(e) Place for filing returns. See section
6091 for the place for filing any return,
declaration, statement, or other docu-
ment, or copies thereof, required by
chapter 13.

(f) Lien on property. The liens imposed
under sections 6324, 6324A, and 6324B
are applicable with respect to the tax
imposed under chapter 13. Thus, a lien
under section 6324 is imposed in the
amount of the tax imposed by section
2601 on all property transferred in a
generation-skipping transfer until the
tax is fully paid or becomes
uncollectible by reason of lapse of
time. The lien attaches at the time of
the generation-skipping transfer and is
in addition to the lien for taxes under
section 6321.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996]

§26.2663-1 Recapture tax under sec-
tion 2032A.

See §26.2642-4(a)(4) for rules relating
to the recomputation of the applicable
fraction and the imposition of addi-
tional GST tax, if additional estate tax
is imposed under section 2032A.

§26.2663-2 Application of chapter 13
to transfers by nonresidents not
citizens of the United States.

(a) In general. This section provides
rules for applying chapter 13 of the In-
ternal Revenue Code to transfers by a
transferor who is a nonresident not a
citizen of the United States (NRA
transferor). For purposes of this sec-
tion, an individual is a resident or cit-
izen of the United States if that indi-
vidual is a resident or citizen of the
United States under the rules of chap-
ter 11 or 12 of the Internal Revenue
Code, as the case may be. Every NRA
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transferor is allowed a GST exemption
of $1,000,000. See §26.2632-1 regarding
the allocation of the exemption.

(b) Transfers subject to chapter 13—(1)
Direct skips. A transfer by a NRA trans-
feror is a direct skip subject to chapter
13 only to the extent that the transfer
is subject to the Federal estate or gift
tax within the meaning of §26.2652—
1(a)(2). See §26.2612-1(a) for the defini-
tion of direct skip.

(2) Taxable distributions and tarable
terminations. Chapter 13 applies to a
taxable distribution or a taxable termi-
nation to the extent that the initial
transfer of property to the trust by a
NRA transferor, whether during life or
at death, was subject to the Federal es-
tate or gift tax within the meaning of
§26.26562-1(a)(2). See §26.2612-1(b) for the
definition of a taxable termination and
§26.2612-1(c) for the definition of a tax-
able distribution.

(¢c) Trusts funded in part with property
subject to chapter 13 and in part with
property not subject to chapter 13—(1) In
general. If a single trust created by a
NRA transferor is in part subject to
chapter 13 under the rules of paragraph
(b) of this section and in part not sub-
ject to chapter 13, the applicable frac-
tion with respect to the trust is deter-
mined as of the date of the transfer, ex-
cept as provided in paragraph (c)(3) of
this section.

(1) Numerator of applicable fraction.
The numerator of the applicable frac-
tion is the sum of the amount of GST
exemption allocated to the trust (Gf
any) plus the value of the nontax por-
tion of the trust.

(i1) Denominator of applicable fraction.
The denominator of the applicable
fraction is the value of the property
transferred to the trust reduced as pro-
vided in §26.2642-1(c).

(2) Nontaxr portion of the trust. The
nontax portion of a trust is a fraction,
the numerator of which is the value of
property not subject to chapter 13 de-
termined as of the date of the initial
completed transfer to the trust, and
the denominator of which is the value
of the entire trust. For example, T, a
NRA transferor, transfers property
that has a value of $1,000 to a genera-
tion-skipping trust. Of the property
transferred to the trust, property hav-
ing a value of $200 is subject to chapter
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13 and property having a value of $800
is not subject to chapter 13. The nontax
portion is .8 ($800 (the value of the
property not subject to chapter 13) over
$1,000 (the total value of the property
transferred to the trust)).

(3) Special rule with respect to the es-
tate tax inclusion period. For purposes of
this section, the provisions of §26.2632—
1(c), providing rules applicable in the
case of an estate tax inclusion period
(ETIP), apply only if the property
transferred by the NRA transferor is
subsequently included in the trans-
feror’s gross estate. If the property is
not subsequently included in the gross
estate, then the nontax portion of the
trust and the applicable fraction are
determined as of the date of the initial
transfer. If the property is subse-
quently included in the gross estate,
then the nontax portion and the appli-
cable fraction are determined as of the
date of death.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion. In each example T, a NRA, is the
transferor; C is T’s child; and GC is C’s
child and a grandchild of T:

Example 1. Direct transfer to skip person. T
transfers property to GC in a transfer that is
subject to Federal gift tax under chapter 12
within the meaning of §26.2652-1(a)(2). At the
time of the transfer, C and GC are NRAs. T’s
transfer is subject to chapter 13 because the
transfer is subject to gift tax under chapter
12.

Example 2. Transfers of both U.S. and foreign
situs property. (i) T’s will established a testa-
mentary trust for the benefit of C and GC.
The trust was funded with stock in a pub-
licly traded U.S. corporation having a value
on the date of T’s death of $100,000, and prop-
erty not situated in the United States (and
therefore not subject to estate tax) having a
value on the date of T’s death of $400,000.

(ii) On a timely filed estate tax return
(Form 706NA), the executor of T’s estate al-
locates $50,000 of GST exemption under sec-
tion 2632(a) to the trust. The numerator of
the applicable fraction is $450,000, the sum of
$50,000 (the amount of exemption allocated
to the trust) plus $400,000 (the value of the
nontax portion of the trust (4/5x$500,000)).
The denominator is $500,000. Hence, the ap-
plicable fraction with respect to the trust is
.9 ($450,000/$500,000), and the inclusion ratio is
.11 -9/10).

Example 3. Inter vivos transfer of U.S. and
foreign situs property to a trust and a timely al-
location of GST exemption. T establishes a
trust providing that trust income is payable

§26.2663-2

to T’s child for life and the remainder is to
be paid to T’s grandchild. T transfers prop-
erty to the trust that has a value of $100,000
and is subject to chapter 13. T also transfers
property to the trust that has a value of
$300,000 but is not subject to chapter 13. T al-
locates $100,000 of exemption to the trust on
a timely filed United States Gift (and Gen-
eration-Skipping Transfer) Tax Return
(Form 709). The applicable fraction with re-
spect to the trust is 1, determined as follows:
$300,000 (the value of the nontax portion of
the trust) plus $100,000 (the exemption allo-
cated to the trust)/ $400,000 (the total value
of the property transferred to the trust).

Example 4. Inter vivos transfer of U.S. and
foreign situs property to a trust and a late allo-
cation of GST exemption. (i) In 1996, T trans-
fers $500,000 of property to an inter vivos
trust the terms of which provide that income
is payable to C, for life, with the remainder
to GC. The property transferred to the trust
consists of property subject to chapter 13
that has a value of $400,000 on the date of the
transfer and property not subject to chapter
13 that has a value of $100,000. T does not al-
locate GST exemption to the trust. On the
transfer date, the nontax portion of the trust
is .2 ($100,000/$500,000) and the applicable frac-
tion is also .2 determined as follows: $100,000
(the value of the nontax portion of the
trust)/$500,000 (the value of the property
transferred to the trust).

(ii) In 1999, when the value of the trust is
$800,000, T allocates $100,000 of GST exemp-
tion to the trust. The applicable fraction of
the trust must be recomputed. The numer-
ator of the applicable fraction is $260,000
($100,000 (the amount of GST exemption allo-
cated to the trust)) plus $160,000 (the value of
the nontax portion of the trust as of the date
of allocation (.2x$800,000)). The denominator
of the applicable fraction is $800,000. Accord-
ingly, the applicable fraction with respect to
the trust after the allocation is .325 ($260,000/
$800,000) and the inclusion ratio is .675
(1-.325).

Example 5. Taxable termination. The facts
are the same as in Example 4 except that, in
2006, when the value of the property is
$1,200,000, C dies and the trust corpus is dis-
tributed to GC. The termination is a taxable
termination. If no further GST exemption
has been allocated to the trust, the applica-
ble fraction remains .325 and the inclusion
ratio remains .675.

Example 6. Estate Tax Inclusion Period. (i) T
transferred property to an inter vivos trust
the terms of which provided T with an annu-
ity payable for 10 years or until T’s prior
death. The annuity satisfies the definition of
a qualified interest under section 2702(b). The
trust also provided that, at the end of the
trust term, the remainder will pass to GC or
GC’s estate. The property transferred to the
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trust consisted of property subject to chap-
ter 13 that has a value of $100,000 and prop-
erty not subject to chapter 13 that has a
value of $400,000. T allocated $100,000 of GST
exemption to the trust. If T dies within the
10 year period, the value of the trust prin-
cipal will be subject to inclusion in T’s gross
estate to the extent provided in sections 2103
and 2104(b). Accordingly, the ETIP rule
under paragraph (c¢)(3) of this section applies.

(ii) In year 6 of the trust term, T died. At
T’s death, the trust corpus had a value of
$800,000, and $500,000 was includible in T’s
gross estate as provided in sections 2103 and
2104(b). Thus, $500,000 of the trust corpus is
subject to chapter 13 and $300,000 is not sub-
ject to chapter 13. The $100,000 GST exemp-
tion allocation is effective as of T’s date of
death. Also, the nontax portion of the trust
and the applicable fraction are determined
as of T’s date of death. In this case, the
nontax portion of the trust is .375, deter-
mined as follows: $300,000 (the value of the
trust not subject to chapter 13)/$800,000 (the
value of the trust). The numerator of the ap-
plicable fraction is $400,000, determined as
follows: $100,000 (GST exemption previously
allocated to the trust) plus $300,000 (the
value of the nontax portion of the trust). The
denominator of the applicable fraction is
$800,000. Thus, the applicable fraction with
respect to the trust is .50, unless additional
exemption is allocated to the trust by T’s ex-
ecutor or the automatic allocation rules of
§26.2632-1(d)(2) apply.

Example 7. The facts are the same as in Ex-
ample 6 except that T survives the termi-
nation date of T’s retained annuity and the
trust corpus is distributed to GC. Since the
trust was not included in T’s gross estate,
the ETIP rules do not apply. Accordingly,
the nontax portion of the trust and the appli-
cable fraction are determined as of the date
of the transfer to the trust. The nontax por-
tion of the trust is .80 ($400,000/$500,000). The
numerator of the applicable fraction is
$5600,000 determined as follows: $100,000 (GST
exemption allocated to the trust) plus
$400,000 (the value of the nontax portion of
the trust). Accordingly, the applicable frac-
tion is 1, and the inclusion ratio is zero.

(e) Transitional rule for allocations for
transfers made before December 27, 1995.
If an NRA made a GST (inter vivos or
testamentary) after December 23, 1992,
and before December 27, 1995 that is
subject to chapter 13 (within the mean-
ing of §26.2663-2), the NRA will be
treated as having made a timely allo-
cation of GST exemption to the trans-
fer in a calendar year in the order pre-
scribed in section 2632(c). Thus, a
NRA’s unused GST exemption will ini-
tially be treated as allocated to any di-
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rect skips made during the calendar
year and then to any trusts with re-
spect to which the NRA made transfers
during the same calendar year and
from which a taxable distribution or a
taxable termination may occur. Allo-
cations within the above categories are
made in the order in which the trans-
fers occur. Allocations among simulta-
neous transfers within the same cat-
egory are made pursuant to the prin-
ciples of section 2632(c)(2). This transi-
tional allocation rule will not apply if
the NRA transferor, or the executor of
the NRA’s estate, as the case may be,
elected to have an automatic alloca-
tion of GST exemption not apply by de-
scribing on a timely-filed Form 709 for
the year of the transfer, or a timely
filed Form 706NA, the details of the
transfer and the extent to which the al-
location was not to apply.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996]

§26.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is iden-
tified as a listed transaction or a trans-
action of interest as defined in §1.6011-4
of this chapter by the Commissioner in
published guidance, and the listed
transaction or transaction of interest
involves a tax on generation-skipping
transfers under chapter 13 of subtitle B
of the Internal Revenue Code, the
transaction must be disclosed in the
manner stated in such published guid-
ance.

(b) Effective/applicability date. This
section applies to listed transactions
and transactions of interest entered
into on or after November 14, 2011.

[T.D. 9556, 76 FR 70341, Nov. 14, 2011]

§26.6060-1 Reporting requirements for
tax return preparers.

(a) In general. A person that employs
one or more tax return preparers to
prepare a return or claim for refund of
generation-skipping transfer tax under
chapter 13 of subtitle B of the Internal
Revenue Code, other than for the per-
son, at any time during a return pe-
riod, shall satisfy the record keeping
and inspection requirements in the
manner stated in §1.6060-1 of this chap-
ter.
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(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed after December
31, 2008.

[T.D. 9436, 73 FR 78452, Dec. 22, 2008]

§26.6081-1 Automatic extension of
time for filing generation-skipping
transfer tax returns.

(a) In general. A skip person dis-
tributee required to file a return on
Form 706-GS(D), ‘‘Generation-Skipping
Transfer Tax Return for Distribu-
tions,” or a trustee required to file a
return on Form 706-GS(T), ‘‘Genera-
tion-Skipping Transfer Tax Return for
Terminations,”” will be allowed an
automatic 6-month extension of time
to file the return after the date pre-
scribed for filing if the skip person dis-
tributee or trustee files an application
under this section in accordance with
paragraph (b) of this section.

(b) Requirements. To satisfy this para-
graph (b), a skip person distributee or
trustee must—

(1) Submit a complete application on
Form 7004, ‘‘Application for Automatic
Extension of Time to File Certain Busi-
ness Income Tax, Information, and
Other Returns,” or in any other man-
ner prescribed by the Commissioner;

(2) File the application on or before
the date prescribed for filing the return
with the Internal Revenue Service of-
fice designated in the application’s in-
structions; and

(3) Remit the amount of the properly
estimated unpaid tax liability on or be-
fore the date prescribed for payment.

(c) No extension of time for the payment
of tax. An automatic extension of time
for filing a return granted under para-
graph (a) of this section will not extend
the time for payment of any tax due on
such return.

(d) Termination of automatic extension.
The Commissioner may terminate an
automatic extension at any time by
mailing to the skip person distributee
or trustee a notice of termination at
least 10 days prior to the termination
date designated in such notice. The
Commissioner must mail the notice of
termination to the address shown on
the Form 7004 or to the skip person dis-
tributee or trustee’s last known ad-
dress. For further guidance regarding

§26.6694-1

the definition of last known address,
see §301.6212-2 of this chapter.

(e) Penalties. See section 6651 for fail-
ure to file a generation-skipping trans-
fer tax return or failure to pay the
amount shown as tax on the return.

(f) Effective/applicability dates. This
section is applicable for applications
for an automatic extension of time to
file a generation-skipping transfer tax
return filed after July 1, 2008.

[73 FR 37369, July 1, 2008]

§26.6107-1 Tax return preparer must
furnish copy of return to taxpayer
and must retain a copy or record.

(a) In general. A person who is a sign-
ing tax return preparer of any return
or claim for refund of generation-skip-
ping transfer tax under chapter 13 of
subtitle B of the Internal Revenue Code
shall furnish a completed copy of the
return or claim for refund to the tax-
payer, and retain a completed copy or
record in the manner stated in §1.6107-
1 of this chapter.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed after December
31, 2008.

[T.D. 9436, 73 FR 78452, Dec. 22, 2008]

§26.6109-1 Tax return preparers fur-
nishing identifying numbers for re-
turns or claims for refund.

(a) In general. Each generation-skip-
ping transfer tax return or claim for
refund prepared by one or more signing
tax return preparers must include the
identifying number of the preparer re-
quired by §1.6695-1(b) of this chapter to
sign the return or claim for refund in
the manner stated in §1.6109-2 of this
chapter.

(b) Effective/applicability date. Para-
graph (a) of this section is applicable to
returns and claims for refund filed
after December 31, 2008.

[T.D. 9436, 73 FR 78452, Dec. 22, 2008]

§26.6694-1 Section 6694 penalties ap-
plicable to tax return preparer.

(a) In general. For general definitions
regarding section 6694 penalties appli-
cable to preparers of generation-skip-
ping transfer tax returns or claims for
refund, see §1.6694-1 of this chapter.
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(b) Effective/applicability date. Para-
graph (a) of this section is applicable to
returns and claims for refund filed, and
advice provided, after December 31,
2008.

[T.D. 9436, 73 FR 78452, Dec. 22, 2008, as
amended at 74 FR 5105, Jan. 29, 2009]

§26.6694-2 Penalties for understate-
ment due to an unreasonable posi-
tion.

(a) In general. A person who is a tax
return preparer of any return or claim
for refund of generation-skipping
transfer tax under chapter 13 of sub-
title B of the Internal Revenue Code
(Code) shall be subject to penalties
under section 6694(a) of the Code in the
manner stated in §1.6694-2 of this chap-
ter.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78453, Dec. 22, 2008]

§26.6694-3 Penalty for understatement
due to willful, reckless, or inten-
tional conduct.

(a) In general. A person who is a tax
return preparer of any return or claim
for refund of generation-skipping
transfer tax under chapter 13 of sub-
title B of the Internal Revenue Code
(Code) shall be subject to penalties
under section 6694(b) of the Code in the
manner stated in §1.6694-3 of this chap-
ter.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78453, Dec. 22, 2008]

§26.6694—4 Extension of period of col-
lection when preparer pays 15 per-
cent of a penalty for understate-
ment of taxpayer’s liability and cer-
tain other procedural matters.

(a) In general. For rules relating to
the extension of period of collection
when a tax return preparer who pre-
pared a return or claim for refund for
generation-skipping transfer tax under
chapter 13 of subtitle B of the Internal
Revenue Code pays 15 percent of a pen-
alty for understatement of taxpayer’s
liability, and procedural matters relat-
ing to the investigation, assessment
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and collection of the penalties under
section 6694(a) and (b), the rules under
§1.6694-4 of this chapter will apply.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78453, Dec. 22, 2008]

§26.6695-1 Other assessable penalties
with respect to the preparation of
tax returns for other persons.

(a) In general. A person who is a tax
return preparer of any return or claim
for refund of generation-skipping
transfer tax under chapter 13 of sub-
title B of the Internal Revenue Code
(Code) shall be subject to penalties for
failure to furnish a copy to the tax-
payer under section 6695(a) of the Code,
failure to sign the return under section
6695(b) of the Code, failure to furnish
an identification number under section
6695(c) of the Code, failure to retain a
copy or list under section 6695(d) of the
Code, failure to file a correct informa-
tion return under section 6695(e) of the
Code, and negotiation of a check under
section 6695(f) of the Code, in the man-
ner stated in §1.6695-1 of this chapter.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed after December
31, 2008.

[T.D. 9436, 73 FR 78453, Dec. 22, 2008]

§26.6696-1 Claims for credit or refund
by tax return preparers.

(a) In general. For rules for claims for
credit or refund by a tax return pre-
parer who prepared a return or claim
for refund for generation-skipping
transfer tax under chapter 13 of sub-
title B of the Internal Revenue Code, or
by an appraiser that prepared an ap-
praisal in connection with such a re-
turn or claim for refund under section
6695A, the rules under §1.6696-1 of this
chapter will apply.

(b) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78453, Dec. 22, 2008]
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§26.7701-1 Tax return preparer. claims for refund filed, and advice pro-

(a) In general. For the definition of a vided, after December 31, 2008.
tax return preparer, see §301.7701-15 of [T.D. 9436, 73 FR 78453, Dec. 22, 2008]
this chapter.

(b) Effective/applicability date. This PARTS 27-29 [RESERVED]

section is applicable to returns and
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